UNITED STATESBANKRUPTCY COURT
EASTERN DISTRICT OF MICHIGAN

)

Inre ) Chapter 9
)
CITY OF DETROIT, MICHIGAN, ) Case No. 13-53846
)
Debtor. ) Hon. Steven W. Rhodes

)

MOTION TO EXCLUDE THE TESTIMONY OF THE CITY'S
FORECASTING EXPERTSUNDER FEDERAL RULE OF EVIDENCE 702

Syncora Capital Assurance Inc. and Syncora Guarantee Inc. (*Syncora’)

submit this motion (the “Motion to Exclude’) to exclude the expert testimony of

Robert Cline, Guarav Mahotra, and Caroline Sallee, which was disclosed in their
respective expert reports and during their respective depositions.® In support of
their motion, Syncora respectfully states as follows:

INTRODUCTION

1. In support of its plan of adjustment, the City has offered an
unprecedented, highly-subjective attempt to forecast the City’s revenues and

expenditures over the course of 10 and 40 years, which its own experts

! The expert reports of Dr. Cline, Mr. Malhotra, and Ms. Sallee are attached as
Exhibits 6A, 6B, and 6C, respectively. The relevant excerpts from the depositions
of Dr. Cline, Mr. Malhotra, and Ms. Sallee are attached as Exhibits 6D, 6E, and 6F,
respectively.
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acknowledge has not been tested to ensure its reliability” and which the Court’s
appointed expert describes as “convoluted” and “confusing.”® The forecast was
cobbled together by three different individuals from Ernst & Young — Robert
Cline, Guarav Mahotra, and Caroline Sallee — none of whom have significant
experience forecasting for municipalities.” Given the unprecedented nature of the
City’ s attempt to forecast municipal revenues and expenses over a period of 10 and
40 years during which it was undertaking a complex restructuring, methodological
rigor in the construction of these forecasts was critical. Nonetheless, as the City’s

’15

experts concede, “there is no measure of reliability”” for their forecasting methods,

which at bottom constitute a fundamentally “ subjective undertaking.”®

2 Ex. 6D, Cline Dep. a 67:3-4 (there is “no measure of reliability” for the
forecasts).

* Ex. 6G, Kopacz Dep. at 181:17-19.

* Ex. 6E, Malhotra Dep. at 216:22-25 (explaining that forecast is based on a series
of assumptions); Ex. 6D, Cline Dep. at 38:23 (“It's a complicated analysis that we
did.”); id. at 68:7-9 (acknowledging that “numerous assumptions are involved” in
his forecast”).

° Ex. 6D, Cline Dep. at 67:3-4.
® Ex. 6F, Sallee Dep. at 292:12-16.

2
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2.  As the experts acknowledged, their projections of the City’s future
revenues were premised on a “series of assumptions.”’ In many instances,
however, these assumptions are based on nothing more than unsupported
assertions — not actual data — that are contradicted by the record and/or fall
outside the experts' acknowledged area of expertise, rendering the entire forecast
fundamentally flawed and unreliable. Indeed, the forecast is so completely
unsupported that the City’s Chief Assessor went so far as to characterize one of the
experts’ projections as “ridiculous.”®

3. Ms. Sallee's projections regarding future property tax revenues, for
example, are based on an assumption based on her judgment that a reappraisa
study that has not yet been started and which will take 3-5 years to complete will
wipe out haf of the taxable value of property in the City. Ms. Sallee
acknowledges, however, that she has no expertise or experience in property
assessment and that her assumption is inconsistent with the judgment of officials
who do — namely the City’s Chief Assessor Gary Evanko and officials at Wayne

County.

" Ex. 6E, Malhotra Dep. at 216:22-25. See also Ex. 6D, Cline Dep. at 182:17 (“[i]n
a sense, the entire model is an assumption”); Ex. 6D, Cline Dep. at 233:3-4 (“the
entire forecast is a forecast based upon assumptions.”).

8 Ex. 6H, Evanko Dep. at 223:25-24:1.

3
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4, Dr. Cline similarly forecasts that the City will experience amost no
employment growth, no population growth, and no or negative rea wage growth
— even after a $1.7 billion dollar restructuring and reinvestment effort that the
City maintains will transform Detroit. Dr. Cline acknowledged in his testimony
before the Court that he has no understanding regarding what the restructuring
entails and was completely unaware of activities that will have a significant effect
on the City’s economy. Moreover, he acknowledges that there is no study or data
supporting key assumptions underlying his projections, while other assumptions
are loosely based on data from arbitrarily selected periods that do not include the
most recent, actual datathat he concedesis critical to areliable forecast.

5. Finaly, Mr. Mahotra based his projections of City expenses on
numbers he picked based on only three or four years' worth of data and then would
either use — or reject — based on whether the City told him to use another
arbitrarily-chosen number. Moreover, his assumptions are inconsistent with those
of Dr. Cline. For example, Mr. Mahotra assumed growth in City wages much
higher than Dr. Cline's anemic wage growth figures, thereby inflating City wage
expenditures (while Dr. Cline simultaneously depressed City revenues by
inconsistently assuming alower figure).

6. Compounding these problems is the fact that the City’s experts

attempt to project sums available to the City over the next 10 and 40 years, despite

4
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the fact that none of these experts could identify any forecast for a municipality
that purported to reliably project revenues and expenditures over such an extended
period, much less one that occurred during a period in which a city was engaged in
the sort of complex, and indeed unprecedented, restructuring that Detroit proposes
here. Asthe experts acknowledge, the identity of the decision-makersin Detroit is
not even known over the next 10 years (much less 40), and attempting to predict
what decisions they will make impacting revenues and expenditures over such an
extended time would amount to speculation.” Moreover, the City’s forecasters
have not undertaken any investigation to determine what methods (if any) have
been used to project revenues over such an extended period in other Chapter 9
bankruptcies. In sum, they provide no methodological basis for their attempt to do
S0 here.

7. More fundamentally, the forecasts ignore numerous sources of
potential revenue that could be used to pay creditors. Indeed, the City’s experts
acknowledge that “there are a number of revenue sources [they] were not asked to
forecast.”'® The forecasts assume, for example, that taxes over the next 10 and 40
years in Detroit will be governed by current tax rates, even though tax rates have

changed in recent years and City officials acknowledge that the Revised Judicature

° Ex. 6E, Malhotra Dep. at 83:17-22.
Ex. 6D, Cline Dep. at 300:11-13.

5
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Act of 1961 expressly authorizes collection of property taxes above current ratesin
order to satisfy a judgment. They likewise ignore significant efforts to improve
collections of the income and other taxes (while simultaneously and inconsistently
assuming decreased property tax collections), such as the City’s agreement in
concept to piggyback City income tax with State income tax collection, resulting in
increased tax collections and decreased costs. Yet, one study concluded that in
2009 alone Detroit failed to collect more than $140 million in income taxes owed,
one of the most significant sources of revenue for the City. Finally, they ignore a
variety of asset sales and outsourcing proposals the City is currently considering
that would generate hundreds of millions of dollars in revenues for the City, such
as leasing or privatizing sewer and water services or parking.

8. In sum, the City’s attempt to “project” revenues over 10 and 40 years
based on a series of unsupported and speculative assumptions is unprecedented and
fundamentally flawed. It fails to satisfy the requirements for admission of expert
testimony under Rule 702 and Daubert v. Merrell Dow Pharm., Inc. for multiple
reasons.

JURISDICTION

9. The Court has jurisdiction over this matter pursuant to 38 U.S.C. 88§
157 and 1334. Thisisacore proceeding pursuant to 28 U.S.C. § 157(b)(2). Venue

for this matter is proper in this district pursuant to 28 U.S.C. 88 1408 and 1409.

6
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RELIEF REQUESTED

10. Syncora respectfully moves the Court to exclude the testimony of the
City’ s forecasting experts—Guarav Mahotra, Robert Cline, and Caroline Sallee—
and enter an order substantially in the form of Exhibit 1 attached hereto.

BACKGROUND
l. TheErnst & Young Forecasts

11. The City asserts that it has no more money to pay creditors and thus
must pay Syncora and other creditors only pennies on the dollar. In support of this
claim, it has produced a forecast consisting of hundreds of different spreadsheets,™
pieces of which were put together by the City’s outside consultants at Ernst &
Y oung, who in turn rely on other consultants such as Conway MacKenzie, Miller
Buckfire, and Milliman as well as individuals at the City and other third parties.
The City has offered three individuals from Ernst & Young to testify as expert
witnesses about various pieces of the forecast they performed — none of whom
had any significant experience forecasting revenues or expenses for a municipality

before the Detroit matter.*?

! See Ex. 6G, Kopacz Dep. at 51:23-52:3.

2 See, eg., Ex. 6D, Cline Dep. at 8:23-24 (“| have not done forecasting for a
City.”); id. at 191:2-4 (doesn’t have “any experience doing revenue forecasting for
a City"); Ex. 6E, Mahotra Dep. at 17:14-18, 80:8-11 (stating he had never
performed a forecast for a municipality before this forecast for Detroit); Ex. 6F,
Sallee Dep. at 23:24-241, 25:24-26:2 (this is “the first time” she has forecasted

v
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12. Caroline Sallee performed the property tax and State revenue sharing
projections for the City. Robert Cline performed the income tax, wagering tax,
corporate tax, and utility users tax projections. And Guarav Malhotra took those
experts projections, along with those from Conway MacKenzie, Milliman, and
others, and incorporated them into the forecast with his own projections of City
expenditures. All three experts base their projections upon a series of assumptions,
in many instances based on nothing more than their judgment, including
assumptions about what actions the City will take over the next 10 and 40 years
that could have significant impacts on the available revenues.*®

13. The City and its experts concede that their forecasts are subject to

considerable uncertainties.** Among other things, as the City acknowledges, “[t]he

taxable values “for a municipality[.]”); id. at 293:10-18 (agrees she has not “ever
participated in constructing financial projections that are similar to the ones that
have been constructed in the Detroit case[.]”). Since that time, they have
apparently done other municipal work. Ms. Sallee testified, for example, that at
the beginning of this year she did forecasting for the City of Flint Michigan, which
Is also under the supervision of an Emergency Manager, but her analysis was based
on a much shorter time frame (5 years) than the 10 and 40-year projections the City
has submitted here. Id. at 16:6-17:5

3 Ex. 6E, Malhotra Dep. at 216:22-25 (agreeing that the E& Y “forecasts are based
on a series of assumptions’).

' Fourth Amended Disclosure Statement at 83 (“[T]hese estimates and
assumptions may not be realized and are inherently subject to significant economic
uncertainties and contingencies, many of which are beyond the City’s control.”);
Ex. 6E, Malhotra Dep. at 200:21-201:5 (agreeing with this statement); Ex. 6D,
Cline Dep. at 142:8-10 (agreeing that he was offering no “guarantee regarding the

8
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Projections are dependent upon the successful implementation of the City’ s budget

and the reliability of other estimates and assumptions accompanying the

projections.”

14.  As the experts conceded in their depositions, there is no measure of
reliability for the forecasting methods they employed:

Q. There sno set of standard sources or authorities that would tell
you whether an analysisin the area of tax forecasting is scientifically
reliable, correct?

A. Tomy knowledge, thereisno measure of reliability before the
fact of atax revenue forecast.'®

Rather, they agreed that their attempt to forecast revenues and expenses for 10 and
40 yearsis afundamentally subjective undertaking:

Q. Do you agree the financial modeling is a subjective undertaking
that is affected by the assumptions made and the professional biases
of analysts developing the model?

A. | would agree with that."

accuracy of [his] forecast); Ex. 6, City of Detroit Ten-Year Financial Projections
(July 2, 2014) (POAO00706519) (“[t]here will usually be differences between
forecasted and actual results because events and circumstances frequently do not
occur as expected and those differences may be materia”).

> Fourth Amended Disclosure Statement at 82. See also Ex. 6E, Malhotra Dep. at
200:6-14 (agreeing with this statement).

% Ex. 6D, Cline Dep. at 67:3-4 (emphasis added).
" Ex. 6F, Sallee Dep. at 292:12-16 (emphasis added).

9
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Indeed, many of the assumptions underlying the forecasts conflict with the record
and the City’s affirmative disclosures and go well beyond the areas in which these
experts are qualified to opine.

15. Moreover, the City’s experts concede that they are unaware of any
forecast that has attempted to project municipal revenues for as long as ten years.™
And, aready, in the few short months in which the projections have existed they
have been updated multiple times.

16. Finaly, while the City seeksto utilize the forecasts to demonstrate the
amounts available to pay creditors, its experts acknowledge that they have not
attempted to forecast al available revenues. For example, the forecasts assume
constant tax rates over 10 and 40 years, despite the fact that tax rates have in fact
changed in the last 10 years and the experts “can’'t identify any tax forecast that’s
ever assumed that the current tax rates will remain unchanged for a period as long

as 10 years.”™ Likewise, they assume that there will be no significant asset sales,

8 Ex. 6E, Malhotra Dep. at 95:12-15 (never done a “forecast for a city that's as
long as 10 years’); Ex. 6D, Cline Dep. at 10:6-8 (acknowledging that he had never
“done a tax forecast over a period of -- as long as ten years). See also Ex. 6D,
Cline Dep. at 11:13-16 (agreeing that the “standard forecast length in Michigan
and the accepted length for tax forecasting is either two or four years’); Ex. 6F,
Sallee Dep. at 215:9-12 (never done a forecast for as long as ten years trying to
forecast revenues for a city or other government entity).

9 Ex. 6D, Cline Dep. at 85:8-15. See also id. at 80:22-24 (agreeing that he “can’t
know with certainty what the tax rate will be” even five years from now), 81:20-23

10
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despite the fact that the City’s disclosure statement itself specifically discusses
such proposed sales and the City is in the process of exploring them.”
Accordingly, as the experts concede, the projections do not “attempt[] to forecast
revenues and expenses for the entire city.”?* Indeed, as the experts acknowledge,
122

“there are a number of revenue sources we were not asked to forecast.

. The Court-Appointed Expert’s Review

17. The Court-appointed expert, Marti Kopacz, made similar
observations. While Ms. Kopacz reviewed the forecasts only for the admittedly

narrow purpose of assessing the feasibility of the Plan of Adjustment,® did not

(agreeing that he had “no way to know whether current law is going to be changed
with respect to tax rates within the next 10 years’), 83:5-15; Ex. 6G, Kopacz Dep.
at 118:19-21 (agreeing that “[c]hanges to the tax law could certainly impact the
forecast”).

% Fourth Amended Disclosure Statement at 94 (the City has retained a specialist to
“produce a report on the long-term value potential of the parking assets currently
held by the City.”); id. at 145 (the City’s creditor proposal discussed “the City’s
intention to increase revenues to the City” through, among other things “its
intention to potentially realize value from the DWSD,” and “the commitment to
evaluate what value may be realized from other City assets (e.g., City-owned rea
property; municipa parking operations; the Detroit-Windsor Tunnel; and Belle Isle
Park).”).

! Ex. 6E, Malhotra Dep. at 214:14-17 (agreeing that he has not “attempted to
forecast revenues and expenses for the entire city).

2 Ex. 6D, Cline Dep. at 300:7-17.
3 Ex. 6J, Kopacz Report at 11, 20.

11
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undertake a comprehensive review to ensure that the forecast were reliable,® and
did not express an opinion as to whether the plan was in the best interests of
creditors or “look to see if there was a way in which the City could generate more
cash,”? she nonetheless noted many of the same limitationsin the City’s forecasts.
18. Ms. Kopacz described the Ernst & Young forecasts as “convoluted”

n26__

and “confusing”—i.e., a “black box based on assumptions that were untested,

and indeed untestable:

Q. Did you say in your expert report that you found the City’ s model
to be convoluted?

A. And confusing.

** While Ms. Kopacz indicated in her report that the projections were “reasonable”
for purposes of feasibility, as she further observed during her deposition, she was
unable to ascertain the “reasonableness’ of the vast mgjority of the assumptions
underlying the City’s forecasts and in her view was not a synonym for “reliable.”
Ex. 6G, Kopacz Dep. at 34:2-8. See also id. at 48:21-22 (“I didn't reach a
concluson about the quality of Ernst & Young's work.”); id. at 178:2-11
(acknowledging that she “didn’t have sufficient time to independently verify al of
the data on which the forecasts are built in order to develop [her] own
assumptions’); id. at 113:19-21 (observing that she had less than 90 days to
perform her work); id. at 162:6-8 (she did not “consider or analyze what the biases
of the City forecasters were’); id. at 174:22-175:19 (she did not know the
experience of Robert Cline and his team when it comes to forecasting municipal
revenues, Mr. Malhotra and his team when it came to forecasting municipal
expenses, or Conway MacKenzie when it came to projecting the costs or revenues
associated with amunicipal restructuring).

> Ex. 6G, Kopacz Dep. at 100:10-13.
% Ex 6J, Kopacz Report at 26.

12
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Q. Yeah. Did you also say convoluted?
A.Yes”

19.  As she acknowledged, the City’s forecasts were “highly subjective”
and “subject to the biases of the person doing the forecast.”?® At bottom, they are
based on a series of assumptions that the forecasters used “their judgment to
determine” — a process that Ms. Kopacz candidly acknowledged “seems circular”:

Q. So those forecasts are principally the product of the judgments of
the forecasters. Do you agree with that?

A. | think so. Yes. The people who prepare the forecast, it seems
circular. They prepare the forecast, they make the assumptions and the
calculations, yes.

Q. But the assumptions are ones that they use their judgment to
determine, correct?

A. | believe that's correct, yes.

Asaresult, Ms. Kopacz acknowledged that she could not, and did not, verify many
of the assumptions in the Ernst & Y oung forecasts, and indeed acknowledged that

many of the assumptions were simply untestable.*

" Ex. 6G, Kopacz Dep. at 181:17-21. See also id. a 111:9-10 (“I, again, have
been really critical of how confusing they are.”).

% 1d. at 160:15-21. See also Ex. 6J, Kopacz Report at 15 (noting that the modeling
Ernst & Young performed was “a highly subjective undertaking that is affected by
the assumptions made and the professional biases of the analyst developing the
model™).

» Ex. 6G, Kopacz Dep. at 170:7-9.

13
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20. Ms. Kopacz further acknowledged that she had never seen any city
“employ[] amethodology or an approach ... like thisone”:

Q. So we'vetalked alot about -- we' ve talked about industry
standards and -- but have you ever seen another city employ the
approach for its forecasts that was employed here?

A. No, because as we' ve established, I’ ve never seen another city like
this doing forecasts for a plan of adjustment.

Q. True, but you have seen other cities doing forecasts, right?
A. Budgetary forecasts, yes.

Q. Yeah. Have you ever seen any of those citiesemploy a
methodology or an approach, sorry, like this one?

A. No.*

Likewise, she acknowledged that the projections “are not what we would typically
expect to see as a set of projections for a plan of reorganization in a Chapter 11
case." ¥

21. As she observed in her report, the City itself has not utilized the

results of the Ernst & Young forecast in its triennial budget.®® Moreover, the

® Ex. 6G, Kopacz Dep. at 195:13-24 (there is “no way to test” the City’s
assumption that “the assessed value per parcel in the City of Detroit will fall by an
additional 50 percent between -- over the next seven years’); id. at 200:23-201:8;
id. at 290:20-23 (did not “test the assumption of a 4.8 percent renaissance zone
increase”); id. at 291:20-24 (she “did not test the assumptions around the specific
utility user tax revenue assumptions by the City forecasters’).

31d. at 182:14-17.

14
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various forecasters involved did not “employ a uniform approach in constructing
the forecasts.” **

22. In addition, Ms. Kopacz observed that, while the forecast is “in some
respects, based on historical financial records,” the City has a history of “troubled
data systems with respect to the collection of financial records.”* To the extent
that the forecasts are based on financia information after the fiscal year 2012
CAFR, she has not assessed whether the information is reliable, and indeed
acknowledges that some of the information may be unreliable:

Q. The negative implication of your question is that in between
CAFRs, the City does not have reliable financia records, correct?

A. They have ad hoc records.
Q. They are definitely ad hoc.
A.Yes.

Q. Arethey reliable?

% Ex. 6J, Kopacz Report at 27 (“The projections in the POA have not been
harmonized with the City’ s budget that was passed by the City Council on June 5,
2014.").

* Ex. 6G, Kopacz Dep. at 180:10-13. See also Ex. 6J, Kopacz Report at 15 n.11
(noting that there were “differences that can occur within a model built by the
same firm” and that “[t]here were also differences in modeling approach used by
Conway Mackenzie, Mr. Moore’'s Firm, and Ernst & Young, the City’s other
financial advisor”).

* Ex. 6G, Kopacz Dep. at 102:6-9.

15
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A. Some may be and some may not be.*

23. Moreover, Ms. Kopacz confirmed that municipalities typically do not
attempt to forecast revenues and expenses for periods as long as 10 or 40 years,
that in terms of reliability generally “the longer period of time a forecast covers,
the more variability you would expect as time goes on,” and that she “doesn’t
know why those projections — those periods were chosen.”*’

24. Finaly, while Ms. Kopacz was focused on issues relating to feasibility
— i.e., whether the City will have sufficient funds to run its operations without

further default® — she nonetheless observed that the City’s forecasts omitted

significant revenue streams.* Thus, for example, she concluded in her report that

% |d. at 103:13-14. See also id. at 105:10-106:4 (acknowledging that “some
information may be reliable and some may not be reliable”)

% Ex. 6G, Kopacz Dep. at 54:13-14. See also id. at 128:22-129:9 (agreeing that
she had never seen another municipality “do a comprehensive general fund
forecast” over aperiod of 10 or 40 years).

* Ms. Kopacz defined the issue as follows in her report: “Is it likely that the City
of Detroit after the confirmation of a plan of adjustment will be able to sustainably
provide basic municipal services to the citizens of Detroit and to meet the
obligations contemplated in the plan without the significant probability of a
default.” Ex. 6J, Kopacz Report at 199.

31d. at 193.

16
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“there are significant asset sales that are not contemplated in the POA that could
positively impact the projections.”

LEGAL STANDARD

25. Under Rule 702 and Daubert, federal courts must serve as
“gatekeepl[ers]” to ensure that “any and all scientific testimony or evidence
admitted is not only relevant, but reliable.” Daubert v. Merrell Dow Pharm., Inc.,
509 U.S. 579, 589 (1993). The burden is on the proponent of the expert evidence
to satisfy each of Rule 702’s requirements. Sgler v. Am. Honda Motor Co., 532
F.3d 469, 478 (6th Cir. 2000); Daubert, 509 U.S. at 592 n.10. Among other things,
the proponent of expert testimony must demonstrate that: (1) the proffered expert
is “qualified by knowledge, skill, experience, training, or education” to offer the
expert’s opinions; (2) the proffered testimony is relevant to the issues at hand; and
(3) that the testimony is based on “sufficient facts,” is “the product of reliable
principles and methods,” and that those methods have been reliably applied to the
facts of the case. Fed. R. Evid. 702; Daubert, 509 U.S. at 594-95.

26. Under Rule 702 and Daubert, an expert’s opinions may not be based
on “subjective belief or unsupported speculation.” 509 U.S. at 590; Tamraz v.

Lincoln Elec. Co., 620 F.3d 665, 670 (6th Cir. 2010). In order to be admissible,

“1d. at 197 (emphasis added). See also Ex. 6G, Kopacz Dep. at 117:19-22 (noting
that “potential asset sales’ were not “in the plan forecasts as a potential source of
revenue’).

17
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expert testimony must be based on “good grounds,” based on what is known.”
Pomella v. Regency Coach Lines, Ltd., 899 F. Supp. 335, 342 (E.D. Mich. 1995)
(quoting Daubert, 509 U.S. at 590). Under Rule 702 and Daubert, the “court’s
gatekeeping function requires more than simply ‘taking the expert’s word for it.””
Thomas v. City of Chattanooga, 398 F.3d 426, 432 (6th Cir. 2005). Rather, “the
existence of sufficient facts and a reliable methodology is in al instances
mandatory.” Hathaway v. Bazany, 507 F.3d 312, 318 (5th Cir. 2007); see also
Elcock v. Kmart Corp., 233 F.3d 734, 756 (3d Cir. 2000) (affirming exclusion of
economist’s testimony regarding future earnings because it “relied on severa
empirical assumptions that were not supported by the record”); see also Rose v.
Truck Ctrs., Inc., 388 F. App'x 528, 535 (6th Cir. 2010) (unpublished) (“An
expert’s conclusions ... must have an established factual basis and cannot be
premised on mere suppositions.”).

27. Likewise, in order to satisfy Rule 702’'s relevance requirement, an
expert’s opinions must be “sufficiently tied to the facts of the case.” Daubert, 509
U.S. at 591. Expert testimony is inadmissible where “there is ssmply too great an
analytical gap between the data and the opinion proffered.” Gen. Elec. Co. v.
Joiner, 522 U.S. 136, 146 (1997).

28. It is “critical” that an expert's analysis meet these requirements at

“every step.” Amorgianos v. Nat’'l RR. Passenger Corp., 303 F.3d 256, 267 (2d

18
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Cir. 2002). “[A]ny step that renders the anaysis unreliable under the Daubert
factors renders the expert’s testimony inadmissible.” In re Paoli RR. Yard PCB
Litig., 35 F.3d 717, 745 (3d Cir. 1994).

ARGUMENT

l. The City’'s Experts Concede That Ther Methodology is
Inherently Subjective And Untestable And That Critical
Assumptions Upon Which Their Forecasts Are Based Are
Unsupported And Outside Their Areas of Expertise.

29. As the City’s experts concede, to the extent they employed any
methodology at all in constructing their forecasts, it is fundamentally subjective
and untestable. As Ms. Sallee acknowledged, the modelling Ernst & Young
performed here is a “subjective undertaking that is affected by the assumptions
made and the professional biases of analysis developing the model.”** Likewise,
as Dr. Cline acknowledged, while there are potential means of assessing reliability
in the field of forecasting, “there is no measure of reliability before the fact of atax

revenue forecast” of the sort Ernst & Y oung performed.*

*I Ex. 6F, Sallee Dep. at 292:12-16.

“2 Ex. 6D, Cline Dep. at 67:3-4. See also id. at 73:23-74:4 (acknowledging that he
was “offering no opinion on the reliability” of his forecast “over the next 10
years’).

19
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30. This conclusion was confirmed by the Court’s appointed expert, Ms.
Kopacz, who agreed that the forecasts were “highly subjective’® and that the
forecasts were based on assumptions that were “principally the product of the
judgments of the forecasters.”* As a result, she agreed that there was “no way to
test” certain of the assumptions the forecasters made.”®

31. Itisjust such subjective expert opinion, however, that is inadmissible
under Rule 702 and Daubert. See Daubert, 509 U.S. at 590 (expert testimony may
not be based upon “subjective belief or unsupported speculation”); Newell
Rubbermaid, Inc. v. Raymond Corp., 676 F.3d 521, 527 (6th Cir. 2012)
(subjectivity and “lack of testing” are “red flags’ under Daubert and Rule 702); In
re TMI Litig., 193 F.3d 613, 703 n.144 (3d Cir. 1999) (excluding expert’s opinion
based on “subjective” methodology, noting that “it is impossible to test a
hypothesis generated by a subjective methodology because the only person capable
of testing or falsifying the hypothesisis the creator of the methodology”).

32. Likewise, the ability to test and assess the reliability of expert opinion
that a critical requirement of Rule 702: “Ordinarily, a key question to be answered

in determining whether a theory or technique is scientific knowledge that will

® |d. at 160:15-21; Ex. 6J, Kopacz Report at 15.
* Ex. 6G, Kopacz Dep. at 170:7-9.
* Ex. 6G, Kopacz Dep. at 195:13-24.
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assist the trier of fact will be whether it can be (and has been) tested.” 503 U.S. at
593. See also Sumner v. Biomet, Inc., 434 F. App’'x 834, 842 (11th Cir. 2011)
(excluding expert opinion where, “according to [the expert’s| own testimony, [his]
theory is virtualy incapable of being tested”); Fariniarz v. Nike, Inc., 2002 WL
1968351, at *3 (S.D.N.Y. Aug. 23, 2002) (excluding expert where, “[a]ccording to
[the expert’s| own statements,” his conclusions were “incapable of being tested or
challenged,” because “[t]his is precisdly the type of evidence Rule 702 was
intended to exclude.”).

33. Here, the City’s forecasters employed no discernible methodology.
Instead, they merely employed a series of assumptions® based on their judgment
that in many instances are speculative and unsupported and fall outside the experts
admitted areas of expertise. Indeed, as Dr. Cline candidly acknowledged, “[i]n a

sense, the entire model is an assumption.”*” Yet, a number of these assumptions

“® Ex. 6E, Malhotra Dep. at 216:22-25 (agreeing that the E& Y “forecasts are based
on a series of assumptions’); id. at 73:23-74:2 (agreeing that “there are a number
of assumptions in the. . . forecast”); Ex. 6D, Cline Dep. at 68:7-9 (agreeing that
“there are numerous assumptions involved” in the models.); id. at 148:6-7 (“awide
range of assumptions” isincorporated into the model).

“" Ex. 6D, Cline Dep. at 182:17 (emphasis added); see also id. at 233:3-4 (“the
entire forecast is aforecast based upon assumptions.”).
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are directly contradicted by the conclusions of the City’s own witnesses, who have
gone so far asto label their own experts’ forecasts “ridiculous.”*

A. Caroline Sallee

34. Caroline Sallee was charged with formulating the City’s property tax
and revenue sharing projections.*® She projects that over the next ten years, half
the taxable value of residential property in the City will be wiped out based on an
assumption she made using her judgment regarding the outcome of a planned
reappraisal that has not been started yet and which will not be completed for three
to five years (i.e., by 2020).®° As athreshold matter, Ms. Sallee concedes that she
iS not an expert in property assessment or real estate valuation.® She has not been

trained in the “methods for assessing property” and has never done a real estate

8 Ex. 6H, Evanko Dep. at 223:25-224:1; Ex. 6F, Sallee Dep. at 182:25-183:7.
* Ex. 6C, Sallee Report at 1.

0 Ex. 6F, Sallee Dep. at 190:23-24 (in setting the taxable property value under a
planned reappraisal study, “[t]he parameter | used was based on my judgment after
the reappraisal study”); id. at 206:10-15 (agreeing that her assumption of a 15%
decline after the future reappraisal study “would bring residential taxable value to
approximately half of itsfiscal 2013 level”).

°1 Ex. 6F, Sallee Dep. at 11:1-12:1 (“I’'m not an expert on property assessment”;
acknowledging that she is “[n]ot an expert on real estate valuation” and had
“[n]ever done a real estate valuation before”’; acknowledging that she was not
holding herself out as an “expert in real estate in general”).
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valuation or property assessment before.®® Nor has she ever forecasted the total
amount of property tax revenue for a city before the present matter.>® Nonetheless,
she proceeds to wipe out much of the City’s property tax revenues based on her
judgment about future taxable value — an opinion outside her area of expertise and
a clear violation of Rule 702 and Daubert. See, e.g., Berry v. City of Detroit, 25
F.3d 1342, 1351 (6th Cir. 1994) (under Rule 702 an expert must have “those
gualifications provide a foundation for a witness to answer a specific question”);
Peak v. Kubota Tractor Corp., 924 F. Supp. 2d 822, 829 (E.D. Mich. 2013) (expert
opinion is inadmissible where “the expert’s training and qualifications’ do not
“relate to the subject matter of his proposed testimony”).

35. Moreover, she concedes that her uninformed judgment is
“inconsistent with” that of the City’s own assessor and that of Wayne County. As
she acknowledges, the City’s assessor, Mr. Evanko testified that he does not know
if property values will decrease or increase after the future assessment, and indeed

that “[n]obody knows for certain” what effect the reappraisal study will have™ As

°2 Ex. 6F, Sallee Dep. at 83:12-13 (“| have not been trained to assess property”).

>3 Ex. 6F, Sallee Dep. at 24:16-20. See also id. at 25:24-26:2 (acknowledging this
was the first time she had forecasted taxable value for acity).

> Ex. 6F, Sallee Dep. at 188:14-15 (“It says here, yeah, [Evanko] does not know
how the reappraisal study will come out, correct.”); id. at 188:16-20. (“Nobody
knows for certain” what effect on property values and assessments the reappraisal
study will have).
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Mr. Evanko explained, he did not know where assessments would “come out next
year,” much lessin 2020, which he characterized as“alife time’:

Q. Okay. Sotakealook at number 6, lowered residential taxable
valuein fiscal year 2020 due to city-wide planned reappraisal study.
Okay, so let’s make clear, you never discussed the impact of the city-
wide planned reappraisal study with Ernst & Y oung, correct?

A. Correct.

Q. And you could not have given them an estimate of how much to
reduce taxable value based on the study because you yourself don’t
know which way it’s going to come out, correct?

A. | don’t know where -- how it’ s going to come out next year.
2020 is a lifetime.>

36. It is hard to conceive how an expert tasked with determining the
taxable value of a city’s future tax base could fail to discuss the matter with the
City’ s most senior property tax assessor. But that is precisely what Ms. Sallee did.

37. Likewise, as Ms. Sallee acknowledges, her “opinion is different” from

that of Wayne County, which has always assigned Detroit an equalization value of

> Ex. 6H, Evanko Dep. at 224:15-16 (emphasis added). See also id. at 224:21-25
(it is “[a]bsolutely correct” that Evanko did not “tell [E& Y] thisis about what it's
going to look like when the regppraisal study is done”); id. at 225:1-6 (agreeing
that he does not “have afeel for whether it’s going to go up or down” and that this
was “partly why [he was] doing the mass reappraisal.”).
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1.0, indicating that it has determined that property in the City is not systematically
under-assessed.*®

38. Such expert opinion based on assumptions that are unsupported —
and indeed contradicted by — the record evidence is inadmissible under Rule 702
and Daubert. See, e.g., McLean v. 988011 Ontario, Ltd., 224 F.3d 797, 801 (6th
Cir. 2000) (“An expert’s opinion, where based on assumed facts, must find some
support for those assumptions in the record.”); Pride v. BIC Corp., 218 F.3d 566,
578 (6th Cir. 2000) (affirming exclusion of expert opinion that was “not only
unsupported by reliable testing, but [was] contradicted” by other evidence);
Elcock, 233 F.3d at 756 (finding it an abuse of discretion to admit an expert
economic damages opinion that relied on assumptions about plaintiff’s earnings
and extent of disability that were contradicted by the record); Tyger Constr. Co.
Inc. v. Pensacola Constr. Co., 29 F.3d 137, 143 (4th Cir. 1994) (finding abuse of
discretion in admitting expert opinion that “was based on a faulty assumption that
Is unsupported by evidence,” because “[€e]xpert evidence based on assumptions not

supported by the record should be excluded.”); Rose v. Truck Centers, Inc., 611 F.

® Ex. 6F, Sallee Dep. at 89:24-90:3 (over the last ten years, Detroit has aways
“recelved a factor of 1" from Wayne County, which “means that the county
believes property has not systematically been over or underassessed”); id. at 96:23-
97:11 (acknowledging her “opinion is different” than that of Wayne county and
that she has “come up with [her] own opinion that it's overassessed”).
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Supp. 2d 745, 751 (N.D. Ohio 2009) (“Assumptions must be supported by
evidence in the factual record.”).

39. Moreover, Ms. Salee’s exercise of her judgment to wipe out property
tax revenues in the City is completely uninformed. She acknowledges that she
does not know who will conduct the reappraisal or what methodology they will use
(the City has not yet retained any outside consultant).”” Nor does she even know
what the current assessment methodology is® “I don’t know what the city

assessor’ s office was doing to assess property. | don’t know.”*

Such unsupported
expert opinion isinadmissible. See Sommer v. Davis, 317 F.3d 686, 695 (6th Cir.
2003) (affirming exclusion of expert testimony when expert acknowledged he did
not possess knowledge supporting his proffered opinions).

40. Findly, her assumption that this massive reduction in property tax

revenue will occur is contrary not only to the assessment by City and county

>’ Ex. 6F, Salee Dep. at 97:19-24 (acknowledging she does not know “what
reassessment methodology the. .. contractor who is doing the reassessment is
going to employ,” admitting “I do not know specifically what they’re going to
do.”).

*% Ex. 6F, Sallee Dep. at 48:3-10, 96:25-97:1 (“1 don’'t know specifically what they
looked at in determining the equalization factor.”), 211:6 (when asked what factors
were taken into account in assessing property in the City, she acknowledged “I
don’t know what they are actually using”).

*® Ex. 6F, Sallee Dep. at 483-10. Nor can she explain the methodology the City
uses in collecting property taxes or setting property tax rates. Id.
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officials, but also the very data she has reviewed. As she acknowledges, assessed
property tax values should improve with an improving economy as well as with
home prices.®® And, as she further acknowledges, recent data show that housing
prices in Detroit “went up 42.13 percent in 2014 so far compared with the prior
year.”® This is the highest increase that has ever occurred in the history of this
datathat Ms. Sallee observed (dating back to 2001).%?

41. Ms. Sdlee's projected collapse of property tax revenues stands in
stark contrast to this recent data as well as the City’s projections regarding other
tax revenues, which assume a modest (and grossly understated) increase based on
the improving economy. While Dr. Cline has projected modestly increasing

income tax, wagering and utility user tax revenues — even assuming near-zero

% Ex. 6F, Sallee Dep. at 191:16-19 (“So this scenario does say that if the economy
in Detroit improves, we would see improvement to taxable values in the city. We
would see improved property tax revenue.”); id. at 69:25-70:2 (“So in our model, if
there is greater economic activity, we have better property tax revenues.”).

®1 Ex. 6F, Sallee Dep. at 289:10-16 (Detroit redltor data). Likewise, the Case-
Shiller index, which Ms. Sallee acknowledged is “viewed as a reputable source of
trends in house prices’ by “widely respected economists’ (id. at 115:12-23), shows
that “Detroit’s home prices. .. have increased more than other cities in the
benchmark index over the one and three-year and five-year periods’ (id. at 139:3-
7). See also Ex. 6F, Sallee Dep. at 11822-119:2 (acknowledging reports that
Detroit is “the seventh most highest [city] in terms of housing price growth™); id. at
134:25-135:4 (agreeing that “the Case-Shiller Detroit Home Price Index” shows
that “the housing prices have been increasing in Detroit over the last two years’).

%2 Ex. 6F, Sallee Dep. at 290:23-291:2.
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employment growth, zero or negative real wage growth, and a declining
population,”® Ms. Sallee predicts that there will be a massive collapse in property
tax revenue during the period based on her unsupported assumption that is contrary
to judgment of City and county officials and which is based on no expertise
whatsoever.

42. Indeed, Ms. Sdllee’s analysis is based entirely on such assumptions
based on her judgment (even where such judgment is contrary to actual data and
outside her area of expertise). As she acknowledged, in genera: “I’ve used my
judgment in selecting the assumptions.”® Thus, for example, Ms. Sallee testified
that she selected growth rates for various classes of property based on her
judgment and then varied them year to year — again, based on her judgment:

Q. Didyou pick the growth rates for real and personal property based
on your judgment?

A. So ultimately | selected those growth rates based on my judgment.

Q. And do those growth rates also vary over year for each class of
property.

A. They change year to year, yes.

% Ex. 6A, Cline Report at 10-11, 22-23, 25.

 Ex. 6F, Sallee Dep. at 65:22-23. See also, e.g., id. at 203:19-20 (in assuming a
reduction in residential taxable value of -2 to -4% per year in 2016-20, “| used my
judgment to select those rates.”); id. at 223:1-6 (assumed that personal property tax
legidlation had a 50% chance of passing because “some people are for it. Some
people are against it. So 50/50 seemed reasonable”).
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Q. And you used your judgment to decide how the growth rates for
each class of property should change year to year; is that correct?

A. I65used my judgment to see how they would change year to year,
yes.

Such “‘ipse dixit of the expert’ alone is not sufficient to permit admission of an
opinion.” Tamraz, 620 F.3d at 671. Opinions based on an expert’s “subjective
judgment” are prohibited under Rule 702 and Daubert. Meridia Prods. Liab. Litig.
v. Abbott Labs., 447 F.3d 861, 868 (6th Cir. 2006) (affirming district court’s
exclusion of expert who based opinions on his “subjective judgments’); see also
Lake Michigan Contractors, Inc. v. Manitowoc Co., Inc., 225 F. Supp. 2d 791, 800
(W.D. Mich. 2002) (excluding expert opinion that there was a 50% loss of
efficiency because he did not “explain how he arrived at the 50% figure, as
opposed to, say 45% or 65%,” and thus there was “no way to test his opinion
through cross-examination.”).

43. Ms. Sdllee’'s revenue sharing projections suffer from similar flaws.
As Ms. Sallee (and the City) acknowledge, Detroit and indeed all citiesin the State
have experienced a “significant” reduction in revenue sharing from the State of

Michigan, which has cut expenditures to cities even as the State runs budget

% Ex. 6F, Sallee Dep. at 159:6-17. See also id. at 256:24-25 (“Ultimately all of the
numbers, the growth rates, | had to select.”).

29

13-53846-swr Doc 7004 Filed 08/22/14 Entered 08/22/14 21:10:25 Page 29 of 60



surpluses.®® In the last few years before the bankruptcy filing, State aid was
reduced in excess of $200 million®” and independent entities calculate that the City
has lost more than $700 million over the last decade due to the State’s failure to
fully fund the revenue sharing program.®® As a result, there are multiple cities in
Michigan that are experiencing fiscal distress and are under emergency
management.”*® Ms. Sallee assumes that these massive cuts will remain in place at
a fixed rate for 10, and even 40 years,”® even though she acknowledges that

statutory revenue sharing (EVIP) is “very variable,” that it “is a discretionary

% See Fourth Amended Disclosure Statement at 113 (noting there have been
“significant cuts by the State”); Ex. 6F, Sallee Dep. at 14:12-13 (“| understand that
Michigan revenue sharing has gone down.”); id. at 303:10-13 (in the last two
years, the State's “revenues exceeded their planned budgeted expenses, so they
were running a surplus in that sense.”); Ex. 6J, Kopacz Report at 52 (“The City of
Detroit recently saw its portion of State's revenue sharing decrease significantly,
from a combined annual total of $267 million in FY 2009 to aslow as $173 million
in FY 2012.").

%" Ex. 6E, Malhotra Dep. at 250:9-10.

% Ex. 6M, Michigan Municipal League, The Great Revenue Sharing Heist (Feb.
2014) (*In Detroit, a city facing the largest municipal bankruptcy in history, the
state took over $700 million to balance the state's books.”); How Michigan's
Revenue Sharing “raid” Cost Communities Billions for Local Services,
MLive.com (Mar. 30, 2014) (“Detroit, which filed for bankruptcy protection last
year, missed out on $732 million [in State revenue sharing] between 2003 and
2013.”) (Syncora Ex. 4462).

% Ex. 6F, Sallee Dep. at 53:11-16.
" Ex. 6F, Sallee Dep. at 236:8-16.
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political decision by the legislature,” and “[w]e don’t know what’ s going to happen
to EVIP.”™ Indeed, in the months her forecast has been in existence, she aready
has been forced to increase her projections by $35-40 million dollars after the
legislature approved an increase in statutory revenue sharing for fiscal year 2015."
Moreover, she has assumed this fixed rate over the next 10 and 40 years even
though she knows from conversations with State officials that it is likely that the
current statutory framework for State revenue sharing will be repealed in the next
year.”

44. Finaly, Ms. Sallee assumes that personal property tax revenues will
dramatically decrease as a result of an initiative that was in the process of being
submitted to popular vote when she filed her report (and has subsequently passed),
which would implement certain property tax exemptions. She projects a 10%

decrease in persona property tax revenues, again based on her judgment of the

"L Ex. 6F, Sallee Dep. at 49:14-18, 240:17-18, 307:8.

2 Compare Ex. 6C, Sallee Report with Projections Accompanying Fourth
Amended Plan of Reorganization. Ex. 6F, Sallee Dep. at 238:22-239:20 (“we
incorporated fiscal year 2015 once it had been passed,” and the EVIP payment to
Detroit “went up by amost 4 million” between 2014-2015, which caused her to
revise her projections for subsequent years “[sJomewhere between 35, 40
million”).

" Ex. 6F, Sallee Dep. at 306:20-307:3 (reporting that in her conversation with him,
Jm Stansell at the House Fiscal Agency was “pretty pessimistic about EVIP,
thinksit’s going to be eliminated next year”).
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effect of the exemption and her determination that there is a 50/50 chance that this
new initiative will pass.” However, when shown this projection, the City’s Chief
Assessor Mr. Evanko, characterized it as “ridiculous’:

Q. Areyou don'’t recall discussing .5, reduction of 10 percent in
collectionsin fiscal year 2015 due to loss of revenue from the small
business personal property tax exemption?

A. Notonly do | not -- | do not recall, but thisisaridiculous
estimate. | knew in December of 2013 that the small business
personal property tax exemption would affect the City’ s tax base by
approximately 0.7 of 1 percent, not 10 percent.”

As Ms. Sallee subsequently acknowledged in her deposition, the proposed measure
has “several different” mechanisms to reimburse localities for lost revenue from
the proposed exemptions, including new taxes® And, as she further
acknowledged, she has no idea now these reimbursement mechanisms will be
implemented: “Nobody really knows how all thisis going to work, so | don’t know
nl7

how they’ re going to do that.

B. Robert Cline

45. Dr. Cline performed the projections for City income, wagering,

corporate, and utility user tax revenues. He based his analysis on his assumptions,

" Ex. 6C, Sallee Report at 8.

> Ex. 6H, Evanko Dep. at 223:21-224:4 (emphasis added).
"® Ex. 6F, Sallee Dep. at 329:23-330:9.

" Ex. 6F, Sallee Dep. at 330:17-19.
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which in turn are based on his experience.”® But, much like Ms. Sdlee, he
acknowledges that he has never done tax forecasting for a city (with the possible
exception of some work he did for Cincinnati)”® and has never done forecasting at
al in areas specifically covered by his analysis, such as forecasting wagering
taxes,® municipal wage and employment growth rates,®* and municipa population
levels.®

46. Nor did Dr. Cline do any independent testing or verification of much
of the material he was provided by third parties. When he began his work on the
Detroit matter in the Spring of 2013, a model was already in place — he does not

know specifically who created it.®* In preparing his forecast, he relied on

® Ex. 6D, Cline Dep. at 47:24-48:2 (“The methodology we used in constructing
the forecasting model is based upon my experience as a revenue forecaster”).

”® Ex. 6D, Cline Dep. at 8:24 (“I have not done forecasting for a city.”); id. at
21:14-17 (never before forecasted income tax rates or corporate tax rates for a
city); id. at 191:2-7 (agreeing that he does not have any prior “experience doing
revenue forecasting for a [c]ity” nor “economic forecasting for Detroit”
specificaly”).

% Ex. 6D, Cline Dep. at 9:14-16.
8 Ex. 6D, Cline Dep. at 21:5-10.
% Ex. 6D, Cline Dep. at 20:6-8.

% Ex. 6D, Cline Dep. at 12:3-5, 50:18-20 (“We got that information from the EY

team in Detroit. I’'m not sure who put that model together initialy.”). Ms. Sallee

offered similar testimony regarding the property tax model. Ex. 6F, Sallee Dep. at
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information provided by the City but did not do “any independent analysis or
testing to verify the accuracy of the information” he was provided.* Norisheina
position “to comment on the expertise” of the individuas he relied on for the
information,® and indeed cannot identify any of the officials in the City of Detroit
who have involvement with taxes.®

47.  While Dr. Cline purports to forecast revenues under a restructuring
scenario, he acknowledges that he does not have “any understanding” of what
activities the City is planning to undertake in restructuring (or in the baseline
scenario, for that matter):

Q. Do you have any understanding of what activities the

City will or will not perform in the restructuring
scenario?

A. | do not know the specifics of any alternatives.®’

While he was charged with forecasting the economic effects in a restructuring

scenario, he does not know how the money will be spent.®

46:12-15 (noting that there was a “model in place for property taxes’ when she
started and she did not know who created it).

% Ex. 6D, Cline Dep. at 28:2-5.

% Ex. 6D, Cline Dep. at 59:6-9.

% Ex. 6D, Cline Dep. at 109:8-10.

% Ex. 6D, Cline Dep. at 94:3-7. Seealsoid. at 93:23-94:7.
®d.
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48. Moreover, while Dr. Cline acknowledged that “anything that affects
the private sector economy would in theory have an influence on [his] tax
forecast,”® his testimony at the hearing made clear that he was unaware of basic
events that could significantly contribute to the City’ s economy, such as the federal
government’s recent $300 million grant to the City, JPMorgan’s $100 million
commitment to support and accelerate Detroit’s economic recovery, the M1 rail
project, and the construction of anew bridge between Detroit and Canada.*

49. As was demonstrated during his testimony before the Court, his
opinions fail for several reasons. His forecasts of near-zero population growth,
near-zero employment growth, and near-zero (or negative) wage growth are based
on no methodology — much less a reliable methodology — as required by Rule
702 and Daubert.

50. First, Dr. Cline acknowledges that key assumptionsin his forecast are
completely unsupported by any data. Most fundamentally, he was not aware of
any “scientific literature or data’ that would tell him the effects on revenues from
the City’ s restructuring or reinvestment proposals.

Q. And do you agree that there' s no scientific literature
or data available that quantifies any increase in tax

% Ex. 6D, Cline Dep. at 177:25-178:8
% 8/18/14 Hearing.
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revenue or revenue in general from restructuring or
reinvestment proposals by the City?

A. |l am not familiar with any analysis related to Detroit’s
current situation that directly links spending initiativesto
specific revenue changes -- tax changes, which is what
we looked at, just the tax changes.®*

51. While Dr. Cline claims that there is some sort of “structural” problem
in Detroit that leads to this delayed recovery, he acknowledges that he in fact does
not know the cause of the delay and cannot identify anyone else who is
hypothesizing such a relationship.” Likewise, while he assumes that this delay
will be removed as a result of restructuring, he acknowledges that he has no study
or datathat shows that this is the case.*®

52. Again, much like Ms. Sdlee, he varied this so-called cyclica
adjustment over time, by simply “assuming” the numbers:

Q. Okay. So you had to assume what the numbers would be in terms

of the cyclical adjustment over the timer period you examined,
correct?

A. We had no choice because the time series was too short to do a
mathematical equation or aregression equation to estimate that
relationship.

L Ex. 6D, Cline Dep. at 143:20-144:3
%2 Ex. 6D, Cline Dep. at 211:3-214:15.

% Ex. 6D, Cline Dep. at 208:17-209:4 (agreeing that he could not “identify any
studies showing a reinvestment and restructuring initiative like Detroit’ s proposing
will impact the rate of recovery”); id. at 226:4-9 (“You're correct that | do not
know of any study that deals specifically with thisissue.”).
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Q. Andisthat aso true of theinitial cyclical adjustment of minus .7
percent that you had to assume that?

A. That is correct.*

53. Likewise, he acknowledged that there was “no body of data’ that
“tells you what the assumed rate of population decline is in the restructuring
scenario” or “any studies that would have given usinsight into thisissue’:

Q. There sno body of data, though, that tells you what
the assumed rate of population declineisin the

restructuring scenario as compared to the baseline
scenario, correct?

A. There' s no body of literature that | know of that deals
with the forecast for the situation that Detroit faces, so
I'm not aware of any studies that would have given us
insight into thisissue.*

Again, Dr. Cline simply picked some numbers. He similarly “assumed”’ the
growth rate for the corporate income tax revenues he used because he did not
“know of any analyses or study that could have helped us determine what that
specific rateis.”®

54. Expert opinions based on such unsupported assumptions are
inadmissible under Rule 702 and Daubert. “The ‘ipse dixit of the expert’ aloneis

not sufficient to permit the admission of an opinion.” See, e.g., Tamraz, 620 F.3d

% Ex. 6D, Cline Dep. at 253:11-20.
% Ex. 6D, Cline Dep. at 262:8-15.
% Ex. 6D, Cline Dep. at 262:21-263:14.
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at 671. Nor may an expert use “hypothesized ‘guesstimations in selecting
“Iimportant variables’ for hismodel. See Coffey v. Dowley Mfg., Inc., 187 F. Supp.
2d 958 (M.D. Tenn. 2002) (excluding expert’s computer model on the ground that
it “was not based on sufficient facts and data’); Lake Michigan Contractors, Inc. v.
Manitowoc Co., Inc., 225 F. Supp. 2d 791, 800 (W.D. Mich. 2002) (excluding
expert opinion that there was a 50% loss of efficiency did not “explain how he
arrived at the 50% figure, as opposed to, say 45% or 65%,” and thus there was thus
“no way to test his opinion through cross-examination.”).”

55.  Second, even where Dr. Cline did consider any data, he did so
arbitrarily and in a manner that biased the results to support his projection of near-
zero employment growth, zero or negative real wage growth, and a declining
population. For example, while he underscored that it it is important to use the
“most recent, actual information” in conducting a forecast,® in two of the three
analyses he presented to the Court he inexplicably omitted data from 2013 and

2014,%° which he acknowledged was readily available on the federal government’s

% For example, when asked why the value for Detroit’s employment growth rate
was set to “minus .5 as opposed to minus .4 or some other value,” much like the
expert in Lake Michigan Contractors, Dr. Cline responded that “[t]hat was our
assumption about . . . the time it would take before the private sector started to
respond.” Ex. 6D, Cline Dep. at 231:17-20, 232:19-24.

% Ex. 6D, Cline Dep. at 63:7-13.
% Ex. 6N, City Exhibits 546 & 547.
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website — data that he acknowledged showed that employment has increased in
Detroit throughout 2014.'®° Such cherry-picking of the available data renders an
expert’s opinions unreliable under Rule 702 and Daubert. See Fail-Safe, L.L.C. v.
A.O. Smith Corp., 744 F. Supp. 2d 870, 889 (E.D. Wis. 2010) (the fact that the
expert “al but ‘cherry picked the data he wanted to use. . . provid[es] the court
with another strong reason to conclude that the witness utilized an unreliable
methodol ogy.”).

56. Likewise, Dr. Cline arbitrarily selected one of three population
scenarios from the Southeast Michigan Council of Governments (SEMCOG) to
serve as the basis for his population analysis, all of which used an unknown
methodology™™ and which he acknowledged were “not on the same solid basis’ as
other numbers he had available to him.’%* He then altered those numbers using
arbitrarily selected rates based on no data, to arrive at population estimates in a
restructuring scenario that were less than estimates in one of the SEMCOG
scenarios he rejected in the absence of any restructuring efforts.’® Not only were

these population projections completely arbitrary, but because he had no idea what

100 8/18/14 Hearing.

91 Ex. 6D, Cline Dep. at 226:10-15.

%2 Ex. 6D, Cline Dep. at 260:2-10.

103 Ex. 6D, Cline Dep. at 226:16-19, 226:20-227:22.
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methodology SEMCOG used, Dr. Cline could not check their accuracy or
reliability.'™

57. Finally, much like Ms. Sallee, Dr. Cline's assumptions are frequently
at odds with determinations made by the City. Dr. Cline acknowledged, for
example, that “at the end of the day,” the assumed wagering “growth rate that [he]
used is a number that [he] just picked,”*® which is lower than the forecasted
growth rate used in the City’s own consensus revenue forecasts.'® Dr. Cline
picked a lower number based on the hypothesized effects of competition from
casinos in Toledo, Ohio (which the consensus revenue forecasts also took into
account),™ but he acknowledges that he is not an expert on casinos or wagering
revenue (and has never done a wagering tax forecast).'® Forecasting the effects of

competition in the gaming industry is simply outside his area of expertise.

14 See Ex. 6D, Cline Dep. at 226:10-15; 8/18/14 Hearing.

1% Ex. 6D, Cline Dep. at 171:22-25. See also id. at 169:24-170:6 (“1 was
responsible for that assumption”).

1% Ex. 6D, Cline Dep. at 166:23-167:2, 167:14-17 (acknowledging that "the
Detroit consensus forecast has a higher wagering tax revenue growth figure” and
that “the consensus forecast notes that there's expected to be a turnaround in
wagering tax revenuein fiscal year 2016").

% See Ex. 6D, Cline Dep. at 170:16-171:21.

198 Ex. 6D, Cline Dep. at 8:4-9:16. See also id. at 270:7-9 (he has never done “any
study of casino competition”).
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C. Guarav Malhotra

58. Mr. Mahotra, who acknowledges that he is not an expert on tax
forecasting or other matters covered by the City’s projections'® took the
projections created by Ms. Sallee, Dr. Cline, Conway MacKenzie, Milliman and
others and assembled those along with his own projections of City expenditures.*
Mr. Malhotra did not cite any literature supporting his methodology.*** And like
the other E& Y forecasters, he had no experience doing forecasting of revenues and
expenses for a municipality before his retention on the Detroit matter.*** Nor did

he cite any literature supporting his methodology.™**

1% Ex. 6E, Mahotra Dep. at 12:17-13:20. See also id. at 158:20-22 (never
“published any publications on forecasting”).

10 See Ex. 6E, Malhotra Dep. at 20:24-21:4.

1 Ex. 6E, Malhotra Dep. at 79:15-19 (unable to identify asingle article containing
methodology employed in Detroit’s forecast); id. at 158:2-22 (stating that expert
report contains no literature supporting methodol ogy).

12 Ex. 6E, Malhotra Dep. at 17:15-18 (agreeing that “ before [his] work for the City
of Detroit, [he] had never done forecasting for a city specifically”); id. at 80:8-11
(“Q: But for an actual city, municipality, you' ve never done a forecast before
Detroit’s; correct? A. For acity, that is correct.”). While he did some forecasting
work for the Detroit Public Schools, he had not done forecasting for a
municipality. Seeid. at 80:12-20.

3 Ex. 6E, Malhotra Dep. at 79:15-19 (unable to identify asingle article containing
methodology employed in Detroit’s forecast); id. at 158:2-22 (stating that expert
report contains no literature supporting methodol ogy).
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59. Mr. Malhotra bases his own forecasts on “extrapolations based on
historical trends,”™* which in turn were based on only “three or four years of
historical data,”** after which he would “go with the average value or some other
value based on conversations with people at the City.”**® In addition, the data
itself — upon which he did or did not base his assumed values depending on what
the City told him to do — is from a system that is dysfunctional and has been the
subject of multiple adverse audit findings.™’ “[E]Jven where an expert's
methodology isreliable, if the analysisis not based upon relevant and reliable data,
the expert’s opinion will be inadmissible.” Johnson Elec. N. Am. Inc. v. Mabuchi
Motor Am. Corp., 103 F. Supp. 2d 268, 283 (S.D.N.Y. 2000) (excluding proffered
expert’s regression analysis).

60. Moreover, in forecasting City expenditures, Mr. Malhotra utilized
assumptions that were inconsistent with the other Ernst & Young forecasters. For
example, while Dr. Cline utilized a 1% wage growth rate, Mr. Malhotra utilized a
2% wage growth rate throughout the forecast period (a 100% increase over Dr.

Cline’' s growth rate), which significantly increased projected labor costs, one of the

4 Ex. 6E, Mahotra Dep. at 217:22-218:3.

> Ex. 6E, Mahotra Dep. at 218:25-219:5.

18 Ex. 6E, Malhotra Dep. at 222:15-223:6 (emphasis added).
17 See Ex. 60, KPMG, Independent Auditors’ Report 3 (2012).

42

13-53846-swr Doc 7004 Filed 08/22/14 Entered 08/22/14 21:10:25 Page 42 of 60



most significant costs for the City. As Mr. Malhotra acknowledged, because
wages and benefits comprise the “largest portion of the City’s budget,” such
assumptions regarding wage growth can “have an important and material impact”
on the financial projections.**®

61. More generally, Mr. Malhotra was unaware of any studies or data
supporting the general assumption of Ernst & Young's forecast—i.e., the effects
that the investment of more than a billion dollars in restructuring and reinvestment
initiatives would lead to changes in revenues.™® Nor was he aware of any
scientific study suggesting that any part of the restructuring or reinvestment
initiatives would increase the City’s population (may making the City more

attractive or otherwise).’®

62. In sum, al three experts opinions are based on a series of
unsupported assumptions, which are contradicted by the City and/or are outside

their area of expertise. Such “subjective belief or unsupported speculation” is

18 Ex. 6E, Malhotra Dep. at 236:24-237:6.

9 Ex. 6E, Malhotra Dep. at 202:2-13 (agreeing that he could not cite any
“scientific literature or data quantifying any increase in municipal revenue as a
result of arestructuring or reinvestment effort like Detroit’s”).

129 |d. at 203:7-16 (agreeing that he was not aware of any “study showing that any
part of the restructuring and reinvestment proposal Detroit is making is associated
with an increase in population™).
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inadmissible under Rule 702 and Daubert. 509 U.S. at 590; Tamraz, 620 F.3d at
670. “Expert testimony may not be based on mere speculation, and assumptions
must be supported by evidence in the record.” Rose, 388 F. App'x at 535 (internal
citation omitted). The opinions of the City's experts fail to meet these
requirements. See also, e.g., Elcock, 233 F.3d at 756 (affirming exclusion of
economist’s testimony regarding future earnings because it “relied on severa
empirical assumptions that were not supported by the record”); see also Rose, 388
F. App'x a 535 (“An expert’s conclusions ... must have an established factual
basis and cannot be premised on mere suppositions.”).

. The City’s Attempt To Project Revenues And Expenses Over 10

And 40 Years During A Complex Restructuring I's Unprecedented
And Unreliable.

63. Compounding these problems is the fact that the City’s experts are
engaged in an unprecedented attempt to project municipal revenues over 10 and 40
years during a complex restructuring of City services. The City’s experts
acknowledge that the projections they attempt to perform here are unprecedented.
They are unaware of anyone attempting to forecast revenues and expenses for a

municipality for a period as long as ten years, much less forty.”™ Neither the City

12! See, e.g., Ex. 6F, Sallee Dep. at 73:10-13 (acknowledging she had not “ seen any
other forecast” comparable to Ernst & Y oung's “that’s been done for Detroit over a
10-year period”).
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nor its experts have ever performed a forecast of such a length.'”  The City of
Detroit historically has only attempted to forecast revenues and expenses for a
period of one year and currently is forecasting for a period of three years."*® Such
uncharted expert opinions made it incumbent upon the experts to employ a
rigorous methodology to ensure that their expert opinions “rest[] on a reliable
foundation.” 509 U.S. at 597. However, the testimony of the City’s own experts
demonstrates that they do not.

64. Asthe City and its experts recognize in the Disclosure Statement and
Projections, numerous factors could change in the next 10 or 40 years that may

materially impact the experts forecasts.’** As they acknowledge, the longer the

122 See Ex. 6E, Malhotra Dep. 41:5-41:10, 79:20-24; Ex. 6F, Sallee Dep. at 214: 9-
12 (stating that she had never performed a revenue forecast for a municipality for a
ten-year time period); Ex. 6E, Mahotra Dep. 156:11-24. Before the current
projection, the longest period that Ernst & Young had attempted to forecast
Detroit’s revenues and expenses was for a period of five years. Id. at 65:3-8. See
also Ex. 6D, Cline Dep. at 11:3-6 (Cline could not remember “any forecasts [he]
ever did that was longer than six years’).

123 See Ex. 6D, Cline Dep. at 45:21-22 (not aware of “any studies of forecasting tax
revenues beyond” three years); id. at 46:4-7 (agreeing that he was “not aware of
any forecasts for the City of Detroit going out more than three years, whether
conducted by the City or any other party”); Ex. 6E, Mahotra Dep. at 41:19-22
(“the City generally does one-year budgets and now has started--is going to start
doing three-year budgets.”); id. at 40:7-41:18, 98:15-49.

124 Ex. 61, City of Detroit Ten-Year Financia Projections Statement (July 2, 2014)
(POA00706519); Fourth Amended Disclosure at 83.
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forecast, the less certainty there is in the forecast.”™ As Dr. Cline acknowledged,
for example, “I don’'t believe there’'s anyone that would have predicted 10 years
ago what Detroit looks like today.”*?°

65. The testimony of the City’s experts makes clear, however, that they
failled to employ any methodology that would alow them to reliably forecast
City’s revenues and expenses over such an extended period. They acknowledged,
for example, that they have not investigated how other municipalities conduct
forecasts or, to the extent there have been attempts to conduct such long-term
forecasts in other Chapter 9 proceedings (if there have been such attempts), how
they have been modeled.’” As a result, as Mr. Mahotra conceded in his
deposition, the methodology they employed (to the extent they employed any
discernible methodology at all) left them to smply speculate regarding what

actions the City’s leaders might take over the next 10 years that could impact the

City’ srevenues and expenditures:

1> Ex. 6E, Malhotra Dep. at 77:14-20 (“Q: Would it be fair to say that the longer
the forecast, the less reliable the forecast? A: It depends on specific line items and
assumptions. But the further you get out there, the -- there is more uncertainty
whether each one of those assumptions will play out the way they are in the
forecast.”).

126 Ex. 6D, Cline Dep. at 258:11-259:3.
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Q: It would require you to speculate to determine what policy
choices Detroit’s future leaders will make during the next 10
years, correct?

A: That'sright. It would be speculating on that point.*

Likewise, Dr. Cline testified that he would not even call the 40-year projection
Ernst & Young created a “forecast of what is expected to happen,” but rather it is
more accurately described asa“simulation.”*?

66. It isjust such “unsupported speculation,” however, that Rule 702 and
Daubert prohibit. See 509 U.S. at 590; see also Cole v. Homier Distrib. Co., Inc.,
599 F.3d 856, 866-67 (8th Cir. 2010) (affirming exclusion of expert witness's
twenty-year forecast of plaintiffs financial damages as too speculative, in part
because “[t]here are simply too many future uncertainties’); Tamraz, 620 F.3d at
672 (“no matter how good experts credentials may be, they are not permitted to
speculate.” ); Grp. Health Plan, Inc. v. Philip Morris USA, Inc., 344 F.3d 753, 760

(8th Cir. 2003) (“the cases are legion that assert that expert testimony is

inadmissible when it is based on speculative assumptions.”) (citations omitted).

128 Ex. 6E, Malhotra Dep. at 83:17-22 (emphasis added).

2% Ex. 6A, Cline Report at 12 (“The 40-year tax forecast should be considered a
simulation of what would happen under the assumed growth rates, not a forecast of
what is expected to happen.”); Ex. 6D, Cline Dep. at 244:11-16 (“Going out
beyond the first 10, we don’'t have the actuals as our foundation, and we have
moved into a period of time which is outside of anyone’s economic forecasting
model that I'm familiar with. Therefore, | think it is accurate to characterize that
more as a simulation based upon those assumptions.”).
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67. Indeed, even in the comparatively short time it has been in existence,
the model has changed significantly — multiple times. For example, after the
Legislature approved the most recent budget, the experts concluded that their
forecast for State revenue sharing was understated by tens of millions of dollars.**
Likewise, the City unilaterally decided to reduce blight reduction expenditures by
$80 million to provide additional money to retirees to fund pension settlements.™
68. In fact, many of the City’s assumptions, such as assumptions

regarding growth rates, have changed over time** — directly impacting the results

of the forecast.™ As Mr. Malhotra acknowledged, “any of the assumptions in

1% Ex. 6F, Sallee Dep. at 238:11-241:8 (noting increase in forecast of 35 to 40
million dollars after 2015 budget approved).

B3 Ex. 6E, Malhotra Dep. at 101 (acknowledging that blight funding was reduced
from around $500 million to $420 million “because of the overall level of
contributions the City was committing to the pension systems”).

132 Ex. 6D, Cline Dep. at 60:23-24 (“we atered some of the growth rate
assumptions over time”); id. at 61:24-62:2 (agree that “the inputs and assumptions
to your model have changed multiple times since you started your work”); Ex. 6E,
Malhotra Dep. at 68:10-20 (since the model was originally created, there have been
numerous versions and updates); id. at 85:7-86:19 (agreeing that there are
“changes that have been made to the assumptions in [the E& Y] model over time’
to reflect, for example, changes in settlements, the state budget, and property
taxes, among others).

133 Ex. 6D, Cline Dep. at 68:5-6 (“If you changed the assumptions, the results of
the forecasting model exercise would change.”); id. at 70:8-11 (“It is correct that
the forecast is based on assumed economics, current tax law, and the key
assumptions in the forecast. If any of those change, the forecast will change.”);
Ex. 6E, Malhotra Dep. at 147:25-148:2 (same); id. at 282:5-8 (same); id. at 149:8-
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1134

[the] model can change over the 10-year and 40-year periods, and “[i]f you

change the assumption, the numbers will change.”**

69. As Dr. Cline acknowledged, “even using the best available
methodology and information, forecasts are frequently wrong.”*** That is even
more true here, where the City’s experts — none of whom have prior experience
forecasting municipal revenues or expenditures — have engaged in an
unprecedented attempt to “project” future revenues and expenditures for a City
over an unprecedented length of time using an inherently *“subjective’
methodology that is subject to no measure of reliability, under circumstances in

» 137

which they acknowledge that “anything can happen, and which has required

10 (*if you change the assumption on any of these items, the money could go up or
the money could go down.”).

3 Ex. 6E, Malhotra Dep. at 188.

% Ex. 6E, Mahotra Dep. at 139:7-13. See also id. at 192:21-193:4
(acknowledging that “there are a number of factors that could change’ that cause
the forecasts to change “materially”).

1% |d. at 72:12-14. See also Ex. 61, City of Detroit Ten-Y ear Financial Projections
(July 2, 2014) (POA00706519) (“There will usualy be differences between
forecast and actual results because events and circumstances frequently do not
occur as expected and those differences may be materia.”).

37 Ex. 6E, Malhotra Dep. at 83:23-85:7 (agreeing that in terms of Detroit’s future
leaders and their policy decisions, “[@nything can happen” and “anything is a
possibility”); Ex. 6F, Sallee Dep. at 243:2 (conceding that “[an]ything could
happen” when asked about possible changes in future Detroit policy).
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them to “speculate” concerning future actions unknown leaders of the City may
take decades from now.'*®

I11. The City’s Projections Improperly Exclude Hundreds of Millions
Of DallarsIn Additional Revenue Available To Pay Creditors.

70. Finaly, not only are the projections the City did perform based on an
unreliable and speculative foundation, but the City’s experts concede that they
omit significant potential sources of revenue. AsMr. Mahotra conceded, the Ernst
& Young forecasters did not attempt to forecast all revenues and expenditures for
the City." Indeed, as Dr. Cline acknowledged, “there are a number of revenue
sources we were not asked to forecast.”™® Nor was Ernst & Young asked to
identify potentially untapped sources of revenue for the City or how the City might
increase its revenues through taxes.*

71.  As Dr. Cline acknowledged, Ernst & Young did not conduct an

analysis of the potential revenue sources available to the City:

1% Ex. 6E, Malhotra Dep. at 83:11-22 (determining Detroit's future policy
decisions would be speculation).

1% See, e.g., Ex. 6E, Malhotra Dep. at 45:45:15-17 (“We do not have $47 million a
year from DWSD included in the forecast.”); id. at 45:22-24 (forecast also does not
include “any money from privatization of parking”).

0 Ex. 6D, Cline Dep. at 300:7-17.
1 Ex. 6D, Cline Dep. at 56:6-12.
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Q. Would it be fair to say that you haven’'t done any
analysis of the full range of potential revenue sources
availableto the City?

THE WITNESS. We haven't done an analysis of any of
the revenue options available to the City.

BY MR. SMITH:

Q. And that would include both tax and non-tax revenue
options?

A. Correct.'*?

Accordingly, they are offering no opinion that the City cannot pay the creditors
more.'*

72. But these are precisely the issues that the Court must decide here and
the issues the City’s experts suggest they had addressed in their reports. the
amounts available to pay the City’s creditors. The City’s experts conceded,
however, in their depositions that they in fact have not done such an analysis and
thus there is a significant gap between the work the experts have actually
performed and the issues the Court must address, which warrants exclusion under
Rule 702 and Daubert. Where, as here, “[t]here is ‘too great an analytical gap
between the data and the opinion proffered,’” the expert’s opinion should be

excluded. Tamraz, 620 F.3d at 675-76 (quoting Joiner, 522 U.S. a 146); see also

2 Ex. 6D, Cline Dep. at 103:22-104:8.

S Ex. 6E, Malhotra Dep. 148:7-149:23; id. 279:21-280:19; Ex. 6D, Cline Dep.
57:24-58:21; Ex. 6F, Sallee Dep. 51:6-9.
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Mohney v. USA Hockey, Inc., 138 F. App'x 804, 809 (6th Cir. 2005) (affirming
exclusion of expert where “the estimates and assumptions used” were not
“sufficiently tied to the facts of the case.”).

73. Asset Sales. As Mr. Mahotra acknowledged, one of the largest
sources of “untapped revenue” for the City is future asset sales, and indeed the City
has already begun exploring and/or planning for such sales.™™ Thus, for example,
the City has explored potentially leasing or privatizing water and sewer services.'*
While Ernst & Young did model these revenues at one point, assuming an
additional revenue of $47 million from such a transaction (which may itself may
significantly underestimate available revenue), it was not included in the fina

model.**®  Likewise, the model does not include revenue from privatizing City

% Ex. 6E, Malhotra Dep. at 44:8-10. See also Ex. 6J, Kopacz Report at 187-88,
197 (noting that the projection “largely excludes the sale of assets’ even though
“there are significant asset sales’ that “could positively impact the projections,”
including among other things “parking related assets and other real estate”).

> See Fourth Amended Disclosure Statement at 148 (“The City has been in
contact with certain potentially interested parties regarding a recent request for
information (the ‘DWSD RFI’) for a transaction that would establish a public-
private partnership with respect to the DWSD (the ‘Public-Private Partnership’).
The DWSD RFI provides that the Emergency Manager is considering a potential
public-private partnership for the operation and management of the water system
and sewage disposal system currently operated by DWSD.”).

8 Ex. 6E, Malhotra Dep. at 333:2-8. See also id. at 44:19-45:17 (stating forecast
model does not include any money from outsourcing or leasing of DWSD); id. at
301:10-17 (the forecast model assumes no new asset sales above what is already
assumed in the plan).
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parking, which isin “active discussions’ and which Mr. Malhotra indicated may be
worth $20-$100 million in additional revenue.*” Indeed, the City’s Disclosure
Statement indicated that the City “anticipates that the transaction may close during
Fiscal Year 2015.”'® These are just some of the numerous proposals for raising
additional revenues that the City is actively investigating or has considered in the
past.*® As Ms. Kopacz observed, “there are significant asset sales that are not
contemplated in the POA that could positively impact the projections.” ™

74. Incremental Grants. The City’s forecasts similarly do not take into
account the potential for incremental grants from the federal government or other

1

sources.”™ The City specifically contemplated such additional revenues in the

17 Ex. 6E, Malhotra Dep. 33:13-16, 34:5-14, 45:22—-24, 46:5-8, 306:2—12.

%8 Fourth Amended Disclosure Statement at 94 (“At the request of the Emergency
Manager, the City has been exploring a potential monetization of the assets
constituting the Automobile Parking Fund. To this end, the City has retained a
parking specialist to conduct due diligence and produce a report on the long-term
value potential of the parking assets currently held by the City. This report is
expected to serve as a basis for the solicitation of potentially interested bidders for
the parking assets, and the City anticipates that the transaction may close during
Fiscal Year 2015.”).

% See generally Ex. 6P, Houlihan Lokey Expert Report (July 2014) (discussing
several of the asset sales the City has considered).

0 Ex. 6J, Kopacz Report at 197.

1 Ex. 6E, Mahotra Dep. 242:20-245:9 (discussing that forecast model does not
take into account incremental additional grant money from federal, state, or private
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creditor proposal, for example, providing (as with asset sales) that additiona
monies may be provided to creditors based on the receipt of additional grants (at a
rate of 75% of additional revenues).” As Mr. Malhotra acknowledged, the City
has received significant, unanticipated additional fundsin the last few months. For
example, he testified that the $52 million the City received in Hardest Hit Funds
was an unanticipated grant.>®* Moreover, the City’s CFO Mr. Hill testified that the
City is currently in negotiations with the federal government regarding a number of
new federal grants, as well as the extension of existing grants to avoid recapture of
federal funds.*™*

75. More generally, as Ms. Kopacz observed, while the City projects a
decrease in grants, “[g]rant funding is expected to increase in the City going
forward.” “In fact, there are additional opportunities for the City to acquire grants

if it can responsibly manage and account for them. The City has failed to properly

sources); id. at 289:18-291:8 (discussing unexpected $52 million Hardest Hit Fund
grant received by City).

52 Ex. 6Q, 6/14/13 City of Detroit Proposal for Creditors at 108 (City Exhibit
033).

53 Ex. 6E, Malhotra Dep. at 277:10-17, 289:6-17, 290:22-291:8 (stating forecast
has been revised in light of City receiving over $50 million in unanticipated
incremental grants).

™ Ex. 6K, Hill Dep. at 247:12-251:24.
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account for and manage grants in the past which has led to improperly spent funds.
The City can benefit by tens of millions of dollars if this process isimproved.”*>
76. Increased Tax Rates/New Taxes. The Ernst & Young experts
“assumed” in their forecasts that current law tax rates would remain the same for
the next 10, and indeed 40 years.® They did so, despite the fact that tax rates
(such as the corporate and income tax rates) have changed in recent years,™

despite the fact that other cities have increased tax rates to address fiscal crises,™®

and despite their acknowledgement that they “can’t identify any tax forecast that’s

155 Ex. 6J, Kopacz Report at 117.

58 Ex. 6E, Malhotra Dep. at 1388-18; Ex. 6D, Cline Dep. at 78, 141:20-24. See
also id. at 87:18-22 (“We were not asked to analysis [sic] alternative tax rates in
the City of Detroit.”); id. at 96:6-13 (agreeing that he hasn’t “done any work” that
would allow him “to testify that Detroit couldn’t generate significant additional
revenue by either adding new taxes or increasing tax rates’); id. at 96:25-97:10
(agreeing that he hasn’'t “done any work” that would allow him “to testify that
Detroit can't significantly increase revenues by increasing tax rates or increasing
tax collections or by adding new taxes”), 102:22-103:2 (“[W]e did not analyze any
revenue options for the City of Detroit.”); id. at 139:19-24 (“If current law
changes, you would need a new forecast of what the expected revenues are.”).

57 See Fourth Amended Disclosure Statement at 127 (“In January 2012, the City’s
corporate income tax rate was raised to 2.0% from 1.0%. This increased rate was
projected to generate an estimated $6 million in additional revenue for the City.”);
id. at 168 (noting the “ever-increasing individual and corporate tax rates’ in Detroit
in recent decades); Ex. 6F, Sallee Dep. at 219:11-15 (“Tax rates for various taxes
have changed in the last 10 years’).

58 Ex. 6D, Cline Dep. at 86:15-87:6.
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ever assumed that the current tax rates will remain unchanged for a period as long
as 10 years.” ™

77. Indeed, while purporting to do so, the Ernst & Young forecasts
themselves do not consistently use current tax law for the projections — they do so
only where such an assumption is likely to suppress revenue. Thus, for example,
Ms. Sallee assumed a 50% likelihood that exemptions to the personal property tax
leading to a 10% reduction in personal property tax revenue would be enacted by
the voters, a measure that was not in effect when she developed her opinions.*®
As she acknowledged, while Ernst & Young claims that it has based its projections
on current tax law, in this instance she “factored in a chance that there will be a
change in current law leading to areduction in personal property taxes.” ¢!
78. Improved Collections. Likewise, while Ernst & Young analyzed

changes in collection rates for the property tax (assuming that half the value of

property in the City would be wiped out due to massively reduce property tax

9 Ex. 6D, Cline Dep. at 85:8-15. See also id. at 80:22-24 (agreeing that he “can’t
know with certainty what the tax rate will be” even five years from now), 81:20-23
(agreeing that he had “no way to know whether current law is going to be changed
with respect to tax rates within the next 10 years’), 83:5-15; Ex. 6G, Kopacz Dep.
at 118:19-21 (agreeing that “[c]hanges to the tax law could certainly impact the
forecast”).

1% See supra Argument § 1.
181 Ex. 6F, Sallee Dep. at 162:2-16.
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182 it did not investigate rates of collection for the income, corporate,

receipts),
wagering or utility tax or potential actions that may significantly increase
revenues.'® For example, the City’s CFO Mr. Hill testified that the City has an
“agreement in concept” to piggyback income tax collections with the State, which
should increase income tax revenues and decrease the City’s enforcement costs.'®
Likewise, the City is supporting proposals to require withholding of City income

tax,'® which the State pledged to support in the Financial Stability Agreement.'®

192 See Ex. 6D, Cline Dep. at 122:25-123:5 (agreeing that “even though [they]
analyzed collection rate for property taxes, [they] didn’'t analyze the collection rate
for the other taxes”).

163 Ex. 6D, Cline Dep. at 299:19-24 (“ Other than the property tax revenue estimate,
we have not built in any separate adjustments for collection procedures and
processes in our numbers’); Ex. 6E, Mahotra Dep. at 138:2-7 (“as far as he was
aware there had “not been a specific addition for implementing income tax
withholding or piggybacking with the state tax”). See also Ex. 6E, Mahotra Dep.
137:6-18 (agreeing that as far as he was aware, the forecast did not not account for
“withholding for reverse commuters or if there was piggybacking with state
taxes’).

184 Ex. 6K, Hill Dep. at 138:19-144:10.

185 Ex. 6K, Hill Dep. at 145:8-148:9; 261-262:22 (discussing Mayor’ s support for
draft legidation by State to require city income tax withholding).

1% Ex. 6L, Financial Stability Agreement § 2.5(c) (April 9, 2012) (“The Treasury
Department will assist the city in maximizing revenues collected under the City
income tax. This will include technical assistance to modernize processing,
enhance enforcement, and improve collections. The Treasury Department will
assist the City in preparation of draft legislation to require withholding of City
Income Taxes for City residents working outside the City. Additionaly, the
Treasury Department will explore the possibility of enabling the collection and

S7
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And, indeed, the initial Plan of Adjustment submitted by the City indicated that the
City would seek to implement withholding.'®’

79. A study for the City by McKinsey & Company found that Detroit
failed to collect approximately $140 million in income tax in 2009 from
individuals who live in the City but work outside the City, with an estimated 50%
of so-called “reverse commuters’ not filing to pay their income taxes at all.’®®
Accordingly, the City’s projections have omitted significant sums."® Moreover, in
doing so, they violated basic principles the City’s own experts acknowledge. As

Ms. Sallee observed, “[c]ollections are important to consider in doing any tax

forecast.” 1"

distribution of the City income tax in conjunction with the collection and
distribution of State income tax.”) (City Exhibit 032).

%7 Origina Disclosure Statement at 133 of 440 (“In addition, the City is
considering the enactment of a local ordinance that would require employers to
withhold City income taxes of reverse commuters.”).

1%8 Ex. 6D, Cline Dep. at 151:2-10; Ex. 6R, Citizens Research Council of Michigan
“Detroit City Government Revenues,” Report 382, April 2013 at 23 (Syncora EXx.
4466).

1% More generally, the City’s forecasts do not include amounts for al delinquent
debt obligations owed the City. AsMr. Malhotratestified, “it’s not possible, given
the information [he had] to estimate how much the City is owed in delinquent debt
obligations.” Ex. 6E, MahotraDep. at 171:14-19.

10 Ex. 6F, Sallee Dep. at 178:22-23.
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80. While Dr. Cline suggested that the City’s projections contain a line
item for increased collections, the line item in the reinvestment projections for
increased tax collection is only $40.5 million in total over ten years, $10 million of
which is for collection of past due amounts.'”* This is a far cry from the $140
million in lost income McKinsey & Co. estimated the City was losing in one year
from reverse commuters alone. Nor did Dr. Cline explain why, as the City's
income tax forecaster, he did not take into account collections in any of the taxes
he forecasted — or why Ernst & Y oung simultaneously did do so for its property
tax forecast.

CONCLUSION

81. For the foregoing reasons, Syncora respectfully requests that the

testimony of Robert Cline, Guarav Malhotra, and Caroline Sallee be excluded.

1 See Ex. 6S, Moore Expert Report at 66-67 (“The Income Tax Division
Organizational Efficiency Investment contemplates spending $12.2 million prior to
cost savings of $10.4 million and additional revenue of $40.5 million.... ” and
noting that $30.5 million of this is “additional revenue’ and $10 million is from
“unpaid tax obligations’ already due); Ex. 6 to Moore Expert Report, City of
Detroit Ten-Year Plan of Adjustment Restructuring and Reinvestment Initiatives -
Finance Department Detail at 12 of 21 (listing $30.5 million in additional
collections and $10 million “collection of past due”) (City Ex. 464).
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Dated: August 22, 2014 Respectfully submitted,
KIRKLAND & ELLISLLP

By:_/s/ Sephen C. Hackney
James H.M. Sprayregen, P.C.
Ryan Blaine Bennett
Stephen C. Hackney
KIRKLAND & ELLISLLP
300 North LaSalle

Chicago, Illinois 60654
Telephone: (312) 862-2000
Facsimile: (312) 862-2200

-and -

Stephen M. Gross

David A. Agay

Joshua Gadharf

MCDONALD HOPKINSPLC
39533 Woodward Avenue
Bloomfield Hills, M1 48304
Telephone: (248) 646-5070
Facsmile: (248) 646-5075

Attorneys for Syncora Guarantee Inc. and
Syncora Capital Assurance Inc.

13-53846-swr Doc 7004 Filed 08/22/14 Entered 08/22/14 21:10:25 Page 60 of 60



Summary of Exhibits

Exhibit 1 - Proposed Order

Exhibit 2 - Notice of Motion and Opportunity to Object

Exhibit 3 - None [Brief Not Required]

Exhibit 4 - None [ Separate Certificate of Service to be Filed]

Exhibit 5 - Affidavits [Not Applicable]

Exhibit 6 A - Expert Report of Robert Cline

Exhibit 6 B - Expert Report of Gaurav Malhotra

Exhibit 6 C - Expert Report of Caroline Sallee

Exhibit 6 D - Excerpts of July 14, 2014 R. Cline Deposition Transcript
Exhibit 6 E - Excerpts of July 15, 2014 G. Malhotra Deposition Transcript
Exhibit 6 F - Excerpts of July 24, 2014 C. Sallee Deposition Transcript
Exhibit 6 G - Excerpts of July 31, 2014 M. Kopacz Deposition Transcript
Exhibit 6 H - Excerpts of June 24, 2014 G. Evanko Deposition Transcript

Exhibit 6 | - City of Detroit Ten-Y ear Financial Projections (July 2, 2014)
(POA00706519)

Exhibit 6 J- Excerpts of Expert Report of Martha Kopacz
Exhibit 6 K - Excerpts of July 18, 2014 J. Hill Deposition Transcript
Exhibit 6 L - Excerpts of Financial Stability Agreement (City Ex. 032)

Exhibit 6 M - Michigan Municipal League, The Great Revenue Sharing Heist (Feb.
2014) (Syncora Ex. 4462)

Exhibit 6 N - R. Cline Demonstratives (City Ex. 546 and 547)
Exhibit 6 O- Excerpts of KPMG, Independent Auditors' Report (2012)
Exhibit 6 P - Excerpts of Houlihan Lokey Expert Report (July 2014)

KE 33126659.1

13-53846-swr Doc 7004-1 Filed 08/22/14 Entered 08/22/14 21:10:25 Page 1 of 2



Exhibit 6 Q - Excerpts of 6/14/13 City of Detroit Proposal for Creditors at 108
(City Ex. 033)

Exhibit 6 R - Excerpts of Citizens Research Council of Michigan “Detroit City
Government Revenues,” Report 382, April 2013 (Syncora Ex. 4466)

Exhibit 6 S - Excerpts of the Expert Report of Charles Moore (City Ex. 464)

KE 33126659.1

13-53846-swr Doc 7004-1 Filed 08/22/14 Entered 08/22/14 21:10:25 Page 2 of 2



Exhibit 1
Proposed Order

13-53846-swr Doc 7004-2 Filed 08/22/14 Entered 08/22/14 21:10:25 Page 1 of 3



UNITED STATESBANKRUPTCY COURT
EASTERN DISTRICT OF MICHIGAN

)

Inre ) Chapter 9
)
CITY OF DETROIT, MICHIGAN, ) Case No. 13-53846
)
Debtor. ) Hon. Steven W. Rhodes

)

ORDER GRANTING SYNCORA'SMOTION TO EXCLUDE THE
TESTIMONY OF THE CITY'SFORECASTING EXPERTSUNDER
FEDERAL RULE OF EVIDENCE 702

This matter having come before the Court on the motion of Syncora
Guarantee Inc. and Syncora Capital Assurance Inc. (“Syncora’) for the entry of an
order excluding the expert testimony of Robert Cline, Guarav Malhotra, and
Caroline Sallee; and the Court having determined that the legal and factual bases
set forth in the motion establish just cause for the relief granted herein;

ITISHEREBY ORDERED THAT:

1. Syncora s Motion to Exclude the Testimony of the City’s Forecasting
Expertsis GRANTED.

2. The Debtor, the City of Detroit (the “City”), is precluded from
introducing testimony or opinions from Guarav Malhotra, Robert Cline, and
Caroline Sallee.

3. Syncora is authorized to take all actions necessary to effectuate the

relief granted pursuant to this Order in accordance with the motion.
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4, The terms and conditions of this Order shall be immediately effective
and enforceable upon its entry.
5. The Court retains jurisdiction with respect to all matters arising from

or related to the implementation of this Order.

2
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Exhibit 2

Notice of Motion and Opportunity to Object
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UNITED STATESBANKRUPTCY COURT
EASTERN DISTRICT OF MICHIGAN

)

Inre ) Chapter 9
)
CITY OF DETROIT, MICHIGAN, ) Case No. 13-53846
)
Debtor. ) Hon. Steven W. Rhodes

)

NOTICE OF MOTION TO EXCLUDE THE TESTIMONY OF THE CITY’S
FORECASTING EXPERTSUNDER FEDERAL RULE OF EVIDENCE 702

PLEASE TAKE NOTICE that on August 22, 2014, Syncora Capital
Assurance Inc. and Syncora Guarantee Inc. (“Syncora’) filed the Motion to
Exclude the Testimony of the City's Forecasting Experts Under Federal Rule of
Evidence 702 (the “Motion”) in the United States Bankruptcy Court for the Eastern
District of Michigan (the “Bankruptcy Court”) seeking entry of an order to exclude
the expert testimony of Robert Cline, Guarav Malhotra, and Caroline Sallee, which
was disclosed in their respective expert reports and during their respective
depositions.

PLEASE TAKE FURTHER NOTICE that your rights may be affected
by the relief sought in the Motion. You should read these papers carefully
and discuss them with your attorney, if you have one. If you do not have an
attor ney, you may wish to consult one.

PLEASE TAKE FURTHER NOTICE that if you do not want the
Bankruptcy Court to grant the Syncora’ s Motion or you want the Bankruptcy Court
to consider your views on the Motion, by September 5, 2014, you or your attorney
must:
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File with the Court a written response to the Motion explaining your position with
the Bankruptcy Court electronically through the Bankruptcy Court’s
electronic case filing system in accordance with the Local Rules of the
Bankruptcy Court or by mailing any objection or response to:*

United States Bankruptcy Court
Theodore Levin Courthouse
231 West Lafayette Street
Detroit, Ml 48226

Y ou must also serve a copy of any objection or response upon:

James H.M. Sprayregen, P.C.
Ryan Blaine Bennett
Stephen C. Hackney

KIRKLAND & ELLISLLP
300 North LaSalle
Chicago, Illinois 60654
Telephone: (312) 862-2000
Facsmile: (312) 862-2200

-and -

Stephen M. Gross
David A. Agay
Joshua Gadharf
MCDONALD HOPKINSPLC
39533 Woodward Avenue

Bloomfield Hills, M1 48304
Telephone: (248) 646-5070
Facsmile: (248) 646-5075

If an objection or response is timely filed and served, the clerk will schedule a
hearing on the Motion and you will be served with a notice of the date, time
and location of the hearing.

PLEASE TAKE FURTHER NOTICE that if you or your attorney do
not take these steps, the court may decide that you do not oppose the relief
sought in the M otion and may enter an order granting such relief,

1 A response must comply with F. R. Civ. P. 8(b), (c) and ().

2
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Dated: August 22, 2014 Respectfully submitted,
KIRKLAND & ELLISLLP

By:_/s/ Sephen C. Hackney
James H.M. Sprayregen, P.C.
Ryan Blaine Bennett
Stephen C. Hackney
KIRKLAND & ELLISLLP
300 North LaSalle

Chicago, Illinois 60654
Telephone: (312) 862-2000
Facsmile: (312) 862-2200

-and -

Stephen M. Gross

David A. Agay

Joshua Gadharf

MCDONALD HOPKINSPLC
39533 Woodward Avenue
Bloomfield Hills, Ml 48304
Telephone: (248) 646-5070
Facsmile: (248) 646-5075

Attorneys for Syncora Guarantee Inc. and
Syncora Capital Assurance Inc.
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Exhibit 3
None [Brief Not Required]
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Exhibit 4

Certificate of Service[To befiled separately]
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Exhibit 5

Affidavits
[Not Applicable]
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Exhibit 6A

Expert Report of Robert Cline
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UNITED STATES BANKRUPTCY COURT
EASTERN DISTRICT OF MICHIGAN

SOUTHERN DIVISION
________________________________________________________ X
Inre Chapter 9
CITY OF DETROIT, MICHIGAN, Case No. 13-53846
Debtor. Hon. Steven W. Rhodes
_______________________________________________________ ’
REPORT OF ROBERT CLINE

Pursuant to Federal Rule of Civil Procedure 26(a)(2)(B), made applicable to
this proceeding by Federal Rule of Bankruptcy Procedure 7026, debtor the City of
Detroit submits this report with respect to the expected expert testimony of Robert
Cline.

INTRODUCTION

Robert Cline is the Director of State-Local Tax Policy Economics and a
member of the Quantitative Economics & Statistics practice (“QUEST”) of the
firm Ernst & Young LLP (“EY”). It is the City’s intention to call Mr. Cline to
testify about the forecasted revenues the City may expect in future years from the
individual and corporate income taxes, wagering taxes, and utility users’ taxes it
imposes. The information in this report is presented as of the date of this report

and is based upon projections contained within the Fourth Amended Disclosure

1
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Statement With Respect to Fourth Amended Plan for the Adjustment of Debts of
the City of Detroit [Docket no. 4391] dated May 5, 2014 (the “Disclosure
Statement”), as such projections were updated as of July 2, 2014. See Ten-Year
Financial Projections [POA00706519 — POA00706600] (“10-Year Forecast”); Plan
of Adjustment — 40 year projections [POA00706603 — POA00706611] (“40-Year

Forecast™).

OPINIONS

Mr. Cline will offer the following opinions:
I. Income Tax Revenues

A. For the period ending with the City’s 2023 fiscal year, the projected
revenues the City can expect from the individual and corporate income taxes it
levies are set forth in the 10-Year Forecast, in particular at Exhibits 2, 3, 4, and
Appendices B.2a and B.2b. These amounts are reasonable projections of the
revenues the City will receive from income taxes during this period.

B. For each of the four ten-year periods ending with the City’s 2053 fiscal
year, the projected revenues the City can expect from the individual and corporate
income taxes it levies are set forth in the 40-Year Forecast, in particular at Exhibit
3a. These amounts are reasonable projections of the revenues the City will receive

from income taxes during this period.

2
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II. Wagering Tax Revenues

A. For the period ending with the City’s 2023 fiscal year, the projected
revenues the City can expect from the wagering taxes it levies are set forth in the
10-Year Forecast, in particular at Exhibits 2, 3, 4, and Appendix B.3. These
amounts are reasonable projections of the revenues the City will receive from
wagering taxes during this period.

B. For each of the four ten-year periods ending with the City’s 2053 fiscal
year, the projected revenues the City can expect from the wagering taxes it levies
are set forth in the 40-Year Forecast, in particular at Exhibit 3a. These amounts are
reasonable projections of the revenues the City will receive from wagering taxes
during this period.

III. Utility Users’ Tax Revenues

A. For the period ending with the City’s 2023 fiscal year, the projected
revenues the City can expect from the utility users’ taxes it levies are set forth in
Exhibit A. These amounts are reasonable projections of the revenues the City will
receive from utility users’ taxes during this period.

B. For each of the four ten-year periods ending with the City’s 2053 fiscal
year, the projected revenues the City can expect from the utility users’ taxes it
levies are set forth in Exhibit A. These amounts are reasonable projections of the

revenues the City will receive from utility users’ taxes during this period.

3
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BASIS AND REASONS FOR OPINIONS

Mr. Cline developed forecasts for the revenues the City can expect from the
individual income taxes, corporate income taxes, wagering taxes, and utility users’
taxes it levies in three different scenarios: (A) from FY2013 to FY2023 assuming
no restructuring or reinvestment spending (“Baseline Scenario”); (B) from FY2013
to FY2023 assuming a restructuring and reinvestment spending (“Restructuring
Scenario”); and (C) from FY2023 to 2053 assuming a restructuring and
reinvestment spending (“40-Year Forecasts”). In reaching his opinions, Mr. Cline
followed standard forecasting procedures used by revenue forecasters and, where
available, existing economic forecasts of the Michigan economy prepared by the
State of Michigan Consensus Revenue Estimating Conference and national
economic forecasts prepared by U.S. federal agencies such as the Congressional
Budget Office (“CBO”). Mr. Cline employed the following methodologies and
assumptions:

Individual Income Taxes

I. Methodology

A. Develop a Baseline Scenario Forecast for Individual Income Tax
Revenues

To develop the Baseline Scenario for the City’s individual income tax

revenues, Mr. Cline classified all individual income taxpayers into three income

4
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tax base categories: (i) residents of Detroit working in Detroit (“Income Tax Base
A”); (i1) non-residents of Detroit working in Detroit (“Income Tax Base B”); and
(i11) residents of Detroit working outside of Detroit (“Income Tax Base C”). The
classification was based on individual income tax data through 2011 provided by
the City of Detroit for resident and non-resident taxpayers. Mr. Cline determined
the proportions of resident taxpayers working in Detroit versus those working
outside of Detroit based on U.S. Census worker-flow data.

Mr. Cline then estimated growth rates in the number of taxpayers in each
category over the forecast period, using forecasts for Detroit employment and
population changes developed by Mr. Cline and his team. To translate the number
of taxpayers into dollars of taxable income, Mr. Cline forecasted the growth of
average taxable income in Detroit and applied this forecast to the growth in
number of taxpayers in each group. Current income tax rates for residents and
non-residents were applied to the taxable income bases to determine estimated
future tax collections, as follows:

(1) Forecast the employment growth rate for the State of Michigan
from 2013 to 2023: Mr. Cline began by relying upon the employment growth rate
for FY2013 to FY2015 produced by the State’s Consensus Revenue Estimating
Conference on May 15, 2013. See Consensus Revenue Estimating Conference,

Economic and Revenue Forecasts: FY2013, FY2014, FY2015 (May 15, 2013)

5
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[POA00275856 — POA00275895]; Michigan Department of Treasury, Office of
Revenue and Tax Analysis, Administration Estimates: Michigan Economic and
Revenue Outlook (May 15, 2013) [POA00275929 — POA00275978]. Mr. Cline
then estimated an employment growth rate for the State of Michigan for FY2016 to
FY2023 based on historical trends.

(2) Forecast the employment growth rate for the City of Detroit from
2013 to 2023: To estimate the City’s employment growth rate, Mr. Cline first
determined the average historical ratio of Detroit employment as a share of total
Michigan employment. See United States Bureau of Labor Statistics, Local Area
Unemployment Statistics, 1990-2013 [POA00276113]. The comparison indicates
that the ratio of Detroit employment as a share of Michigan employment has been
declining at an average rate of -0.85% over the last 20 years. This relationship is

illustrated in Figure 1:

6
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Figure 1. City of Detroit’s share of total State of Michigan employment, 1990 — 2012
Note that y-axis starts at 6.0%, Source: BLS Local Area Unemployment Statistics.
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This longer-run structural decline is assumed to continue over the 10-year forecast
period. In addition, a comparison of more recent changes in employment in
Detroit and Michigan indicates that Detroit employment has not recovered at the
same rate as Michigan employment coming out of the last two recessions. As
shown in Figure 2, Detroit’s employment recovery from the last two recessions has
lagged behind Michigan’s employment recovery. Mr. Cline included this

additional negative impact in the Baseline Scenario.

7
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Figure 2. Growth rates of City of Detroit and Michigan employment, 2001 — 2012
Source: BLS Local Area Unemployment Statistics.
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(3) Forecast the Growth in the Number of Taxpayers in Each of the
Three Income Tax Bases:

(a) Determine Population Growth Rate: Mr. Cline first
determined the forecasted population growth rate for the City over the next ten
years. To do so, Mr. Cline relied upon the population forecasts prepared by the
Southeast Michigan Council of Governments (“SEMCOG”). See Southeast
Michigan Council of Governments, Southeast Michigan 2040 Forecast Summary
(Revised, April 2012) [POA00275979 — POA00276041]. To develop the 10-year
forecasts, Mr. Cline and his team used SEMCOG’s population scenario 1a (middle

scenario) as a basis.

8
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(b) Estimate Growth in the Number of Taxpayers in Income Tax
Bases A (Residents Working in the City) and B (Non-Residents Working in the
City): Mr. Cline relied upon the United States Census Bureau data on worker
flows to determine the share of Detroit employment attributable to residents versus
non-residents as of 2010. See U.S. Census Bureau, On the Map (LEHD Origin-
Destination Employment Statistics (beginning of quarter employment, 2nd Quarter
of 2002 —2010)) [POA00275851 — POA00275851]. To estimate the growth in the
share of Detroit employment held by residents over the forecast period, Mr. Cline
combined the projected Detroit employment growth rate with an estimated
population decline for residents working in the City. The forecast assumes that
this group of taxpayers will decline at a slower rate than that of the total Detroit
population (SEMCOG?’s 1a forecast). Mr. Cline forecasted that the number of
residents employed in Detroit will decline at -1.0% per year. The growth rate
increases to -0.5% in FY2020 — FY2021, and 0.0% in the last two forecast years.
The amount of the Detroit employment forecasted in each year that was not
attributable to residents was attributable to non-residents.

(c) Estimate Growth in the Number of Taxpayers in Income Tax
Base C (Detroit Residents Working Outside of the City): To estimate the growth in
residents employed outside of the City, Mr. Cline combined the projected

statewide employment growth rate with an estimated population decline for
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residents working outside of the City. The forecast assumes that this group of
taxpayers will decline at a faster rate than that of the total Detroit population
(SEMCOG’s 1a forecast).

(4) Forecast Income Tax Base Growth: Mr. Cline next developed
estimates of the rate of growth in wages and salaries in order to determine the
expected growth in the tax base (i.e., the amount of taxable income in Detroit) over
the forecast period. To do so, Mr. Cline began with the Michigan wage and salary
growth forecasts in the State’s Consensus Revenue Estimating Conference on May
15,2013. See Consensus Revenue Estimating Conference, Economic and Revenue
Forecasts: FY2013, FY2014, FY2015 (May 15, 2013) [POA00275856 —
POA00275895]. The State forecasts that wages will grow at an average rate of 2.5%
above employment growth for FY2012 to FY2015. Based on these forecasts, Mr.
Cline assumed an average wage growth rate of 1.0% for Detroit to reflect the
lagging economic conditions in the City compared with the State and the presence
of higher unemployment holding down wages in the labor market within Detroit.

(5) Forecast Total Tax Revenues:

(a) Calculate Total Tax Revenues from Detroit Residents
(Income Tax Bases A and C): To forecast the total tax collections from City
residents, Mr. Cline first combined the estimated employment (number of

taxpayers) for Income Tax Bases A and C to calculate the overall rate of growth in
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the number of resident taxpayers. Mr. Cline then added the estimated growth in
average taxable income to estimate the overall growth rate in the resident income
tax base (i.e., growth in resident income tax base = employment growth for
combined Income Tax Bases A & C + taxable income growth). This growth rate
was applied to the starting value of actual resident taxable income. The forecasted
tax base was multiplied by the resident tax rate (2.4%) to estimate City tax
collections.

(b) Calculate Total Tax Revenues from Non-Residents (Income
Tax Base B): To forecast the total tax collections from non-residents working in
Detroit, Mr. Cline first forecasted the annual values of Income Tax Base B over the
forecast period by adding the estimated employment growth rate for Income Tax
Base B to the estimated growth in average taxable income. Because non-residents
working in Detroit pay a 1.2% income tax rate, Mr. Cline determined the annual
tax collections from this income base by multiplying Income Tax Base B by 1.2%.

B. Analyze the Impact of Restructuring
To determine the impact on Detroit employment under the

Restructuring Scenario, Mr. Cline assumed that while the long-run structural
decline in Detroit relative to Michigan, as shown in Figure 1, would continue over
the 10-year forecast period, the additional negative impact of the slower recovery

in Detroit from the latest recession would not apply. In addition, Mr. Cline
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assumed that improved economic conditions within the City would lead to a lower
rate of decline for both populations of residents working in Detroit and outside the
City, relative to the baseline forecast. Finally, Mr. Cline assumed that the average
taxable income base in Detroit would increase at approximately two-thirds the rate
of growth in Michigan average taxable income. These adjustments resulted in
higher growth rates in projected individual income tax collections compared to the
Baseline Scenario.
C. Extrapolate 10-Year Forecasts to Create 40-Year Forecasts

The tax collection estimates for the 40-year forecast begin with the
level of collections estimated for 2023 in the 10-year restructuring forecast. Each
tax series 1s then extrapolated over another 30 years based on assumed growth rates.
The 40-year tax forecast should be considered a simulation of what would happen
under the assumed growth rates, not a forecast of what is expected to happen.

(1) Employment Growth Rate: Mr. Cline adjusted the longer-run
historical ratio of Detroit employment as a share of Michigan employment from
-0.85% to -0.50% to account for an improvement in Detroit’s economic condition
relative to Michigan.

(2) Average Taxable Income Growth Rate: Mr. Cline determined that
2.0% was an appropriate long-run average wage inflation rate. Mr. Cline relied

partly upon the facts that the inflation rate for U.S. Gross Domestic Product
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(“GDP”) averaged nearly 2.0% (1.9%) annually over the past 20 years (1993-2012)
and that the CBO forecast uses a GDP annual inflation rate of 2.2% annually from
2013 through 2088. See BEA Data — GDP Inflation 1992 to 2012 [POA00275850
—POA00275850]; CBO, 2013 Long-term Budget Outlook [POA00275848 —
POA00275849]. In other words, the tax base would grow roughly 2.0% annually
if wages and salaries grow in line with inflation (i.e., tax bases remain constant in
real terms).

(3) Population Growth: Mr. Cline and EY reviewed population trends
in other metropolitan areas that experienced a decade or more of declining
population. The Detroit metropolitan area grew an average of 0.5% annually
between 1990 and 2000 after experiencing declining population in the previous
decade. See U.S. Census Bureau, Statistical Abstract of the United States: 2012,
Table 20: Large Metropolitan Statistical Areas—Population: 1990 to 2010,
available at http://www.census.gov/prod/2011pubs/12statab/pop.pdf. Mr. Cline
and his team then examined historical employment and wage information to
conclude that Detroit will under-perform relative to the surrounding metropolitan
area, which includes the Detroit suburbs. Mr. Cline and his team thus selected
Detroit population growth rates that average half of the metropolitan areas’ average

annual growth rate.
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II. Assumptions

Documents and other materials supporting Mr. Cline’s opinions have been
or will be produced by the City. In addition, certain of the assumptions underlying
Mr. Cline’s analysis and opinions are set forth in the 10-Year Forecast, in
particular at Exhibit 1 and Appendices B.2a and B.2b.

Mr. Cline also made the following assumptions:

A. Baseline Scenario

(1) Michigan Employment Growth: The State consensus forecast for
Michigan employment growth is 1.33% in FY2013, 1.17% in FY2014, and 1.07%
in FY2015. From 2016 forward, the projections assume an annual employment
growth rate of 1.0%, which is in line with the State forecast.

(2) Detroit Employment Growth: In the Baseline Scenario, the
projections assume a structural decline of -1.0% per year in FY2014, coupled with
an initial cyclical (economic) adjustment of -0.7%. This cyclical adjustment begins
to drop off in later years, falling in magnitude to -0.5% from FY2016 — FY2020,
-0.3% in FY2021, and finally to zero in FY2022 — FY2023. Over this period, the
assumed structural decline in Detroit employment also wanes, falling in magnitude
from -1.0% from FY2014 through FY2020 to -0.7% in FY2021 and -0.5% in the

last two years.
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(3) Share of Detroit Employment Attributable to Income Tax Base A
(Residents Working in the City): The forecasts assume a decline at -1.0% per year
due to continued population decline until FY2020. The rate increases to -0.5% in
FY2020 — FY2021 and to 0.0% in FY2022 — FY2023.

(4) Share of Detroit Employment Attributable to Income Tax Base B
(Non-Residents Working in the City): The forecasts assume that Detroit
employment growth not attributable to residents is attributable to non-residents.

(5) Share of Michigan Employment Attributable to Income Tax Base C
(Detroit Residents Working Outside of the City): In FY2013 and FY2014, the
growth rate is estimated as statewide employment growth, less population decline,
resulting in an average -0.4% annual growth rate. From FY2015 — FY2021, the
growth rate is held constant at -0.25%. As for Income Tax Base A, this rate
increases to 0.0% in FY2022 — FY2023.

(6) Wage Growth: The Baseline Scenario assumes an average wage
growth rate of 1.0%, indicating lagging growth of wages at the local level,
compared to the State (which projects a 2.5% average wage growth from FY2013
through FY2015).

(7) Tax Rates: The forecasts assume that the current income tax rates
of 2.4% of gross income for Detroit residents and 1.2% of income earned in

Detroit will remain constant throughout the forecast period.
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B. Restructuring Scenario

(1) Detroit Employment Growth: The Restructuring Scenario assumes
that improved economic conditions within the City will result in a return to the
longer-run ratio of Detroit employment as a share of total Michigan employment.
The Restructuring Scenario thus assumes a -0.85% annual decline relative to the
State throughout the forecast period. This results in annual growth rates for Detroit
employment of 0.3% in FY2014, 0.2% in FY2015, and 0.1% in FY2016 through
FY2023.

(2) Share of Detroit Employment Attributable to Income Tax Base A
(Residents Working in the City): After FY2013, the Restructuring Scenario
assumes that the number of residents working in Detroit will grow at 50% of the
rate of total job growth due to the continued fall in Detroit population.

(3) Share of Detroit Employment Attributable to Income Tax Base B
(Non-Residents Working in the City): The forecasts assume that Detroit
employment growth not attributable to residents is attributable to non-residents.

(4) Share of Michigan Employment Attributable to Income Tax Base
C (Residents Working Outside of the City): The Restructuring Scenario assumes
that the number of residents employed outside of Detroit will grow at the state
employment growth rate, minus the estimated decline in Detroit’s population. The

forecast assumes a slower rate of decline in the population of this group than under
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the Baseline Scenario. After some initial decline in FY2013 and FY2014, the
estimates show some modest growth in employment of Detroit residents working
outside of the City over the next ten years.

(5) Wage Growth: The Restructuring Scenario assumes an average
wage growth rate of 2.0%, which is closer to the State projections.

C. 40-Year Forecasts

(1) Detroit Employment: The 40-year projections assume that a
modest recovery in Detroit will result in a slowing of the longer-run historical ratio
of Detroit employment as a share of Michigan employment from -0.85% to -0.50%
per year from FY2024 to FY2053.

(2) Relative Shares of Detroit Employment. Following the same
methodology used in the 10-year restructuring forecast, the 40-year projections
assume that the number of residents working in Detroit will grow at 50% of the
rate of total job growth, with Detroit employment growth not attributable to
residents attributable to non-residents.

(3) Wage Growth: Wage growth was held constant at 2.0% per year.

(4) Population Projections: The projections follow the SEMCOG
population forecast from FY2024 through FY2028. After that point, the

projections assume (1) zero population growth from FY2029 until FY2033; (i1) 0.2%
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annual population growth from FY2034 until FY2043; and (ii1) 0.3% annual

population growth from FY2044 until FY2053.

Corporate Income Tax

I. Methodology
A. Develop Baseline Scenario Forecasts of Corporate Income Tax

Revenues

(1) Evaluate Historical Corporate Income Tax Collections and
Michigan Statewide Corporate Income Tax Forecasts: Mr. Cline began by
analyzing the recent history of actual corporate income tax collections data
provided by the City. Mr. Cline then evaluated the Michigan Consensus Revenue
Estimating Conference’s forecasted growth rate for state corporate income tax
collections for FY2014 and FY2015. See Michigan Department of Treasury,
Office of Revenue and Tax Analysis, Administration Estimates: Michigan
Economic and Revenue Outlook (May 15, 2013) [POA00275929 — POA00275978].
Note that Michigan has just recently returned to using a corporate income tax, so
there is limited historical information related to the state tax.

(2) Estimate Growth Rate in City Corporate Income Tax Revenues:
Mr. Cline applied a structural adjustment to account for slower growth in City

corporate profits, relative to the State. The structural adjustment is based upon the
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historical relationship between Detroit corporate income tax collections and the
business income tax component of the recently replaced Michigan Business Tax.
Because net operating losses generated during the recent recession are still working
through the corporate income tax system, growth rates are expected to be stronger
in the early years of thel0-year forecast period. To account for this, the structural
adjustment decreases from -3.2% in FY2015 to a steady-state long-run adjustment
of -2.0% by FY2020.

(3) Forecast Longer-Run Corporate Income Tax Revenues: Mr. Cline
forecasted Detroit corporate income tax revenues in FY2016 and beyond by
assuming that State corporate income tax revenues return to a longer-run growth
rate of 3.0%.

B. Analyze the Impact of Restructuring

Mr. Cline assumed that improved conditions within the City due to
reinvestment spending would cause the City to track the state economics more
closely. To account for this, the structural adjustment is held constant at -1.0%
throughout the FY2014 to FY2023 forecast period.

C. Extrapolate the 10-Year Forecasts to Create 40-Year Forecasts

(1) Corporate tax growth rates for the State of Michigan: Mr. Cline

extrapolated the City’s corporate income taxes over 40 years based on the

relationship between the State of Michigan’s corporate income tax projections and
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nominal U.S. GDP growth projections from the CBO’s September 2013 report 7The
2013 Long-Term Budget Outlook [POA00275848 — POA00275849]. For the
projection period, CBO’s projected U.S. GDP growth rate is reduced by -1.5% to
estimate the State’s growth in corporate profits (and, therefore, the corporate
income tax base).

(2) Corporate tax growth rates for the City of Detroit: Beginning in
FY2024, Mr. Cline phased out the structural adjustment on the assumption that the
City’s structural decline would be resolved by FY2032. This resulted in an
equivalent State and City growth rate beginning in year FY2033. From FY2033-
2053, the corporate profits tax base in Detroit is projected to grow at the same rate
as Michigan overall.
II. Assumptions

A. Baseline Scenario

(1) The structural adjustment in the base case decreases from -3.2% in
FY2015 to a steady-state long-run adjustment of -2.0% by FY2020. Applying the
structural adjustment to the consensus Michigan forecast of state corporate tax
growth rates for FY2014 and FY2015 yields City growth rates of 2.8% and 2.5%,
respectively, followed by growth rates of 2.0% from FY2016 — FY2018, 1.5% in
FY2019 and 1.0% from FY2020 — FY2023.

(2) The long-run state corporate tax growth rate is 3.0%.
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(3) The forecasts assume that the Detroit corporate tax rate will
remain constant at 2.0% after FY2013, when it was increased from 1.0% to 2.0%
to help offset the individual income tax rate cuts.
B. Restructuring Scenario
The improved conditions within the City due to a general economic
recovery and the reinvestment spending will cause the City to track the state
economics more closely, resulting in a structural adjustment of -1.0% throughout
the forecast period. Applying the one percentage point structural adjustment to the
consensus Michigan state corporate tax growth rates for FY2014 and FY2015
yields City growth rates of 2.8% and 4.8%, respectively. From FY2016-2023, the
forecasted growth rate is 2.0%, closer to the longer-run statewide growth rate.
C. 40-Year Forecasts
(1) 40-Year Corporate Tax Growth Rates for Michigan: For the
projection period, CBO’s projected U.S. GDP growth rate is reduced by -1.5% to
estimate the State’s growth in corporate profits (and, therefore, corporate income
taxes).
(2) 40-Year Corporate Tax Growth Rates for Detroit. From FY2033
—FY2053, corporate profits in Detroit are projected to grow at the same rate as

Michigan overall.
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Wagering Tax Revenues

I. Methodology
A. Develop a Baseline Scenario Forecast for Wagering Tax Revenues

(1) Evaluate the historical wagering tax collections as reported in the
FY2013 — FY2014 Detroit Executive Budget. Mr. Cline determined that over the
last decade (from FY2004 through FY2013), revenues from the three Detroit
casinos (MGM Grand Detroit, Motor City Casino, and Greektown Casino) grew at
an average rate of 1.8% per year. In contrast, over the past five years (since
FY2009), revenues from these three casinos grew an average of 0.6%. See City
Council, Fiscal Analysis Division, Report on Gaming Tax Revenue through April
2013 (May 17, 2013), available at http://www.detroitmi.gov/Portals/0/docs/
legislative/fiscalanalysis/2013/Report%200n%20Gaming%20Tax%20Revenue%?2
Othrough%20April%202013.pdf; Michigan Gaming Control Board, Detroit Casino
Revenues & State Wagering Tax Receipts, 1999-2014 [POA00276114 —
POA00276114]; City of Detroit, FY2013 — FY2014 Executive Budget, Summary
Chart 9, available at http://www.detroitmi.gov/Portals/0/docs/budgetdept/2013-
14 Budget/EB Charts Schedules stamped 14.pdf.

(2) Forecast long-run growth projections for Detroit wagering tax
revenues: Because the City Council Fiscal Analysis Division’s May 17, 2013

report did not estimate the long-run effect of the Toledo casino on Detroit revenues,
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Mr. Cline made adjustments to the historical growth rate to account for the
increased competition. Based on the most recent wagering tax collections data,
these taxes are anticipated to drop -4.3% in FY2014. It is assumed that there will
be an additional year of decline in FY2015 (-1.0%), two years of growth at 0.5%,
then a transition to a slightly higher growth rate of 1.0% after FY2018.

B. Extrapolate 10-Year Forecasts to Create 40-Year Forecasts

Mr. Cline extrapolated the 10-year forecasts to create 40-year
forecasts by assuming that wagering tax revenues would continue to grow at an
average rate of 1.0% per year.

II. Assumptions
A. Baseline Scenario

(1) Mr. Cline assumed that the wagering tax rate remains constant at
10.9% throughout the forecast period.

(2) Mr. Cline assumed that wagering tax revenues would decrease
through FY2015 due to competition from out-of-state casinos, but would increase
thereafter due to improved Michigan and Detroit economic growth. The
projections assume a 0.5% growth rate in FY2016 and FY2017, and a 1.0% annual

growth in wagering taxes (1.0% change in gross receipts) in all years after FY2017.
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B. Restructuring Scenario
Mr. Cline assumed that the City’s reinvestment spending would not
have a material, direct impact on its wagering tax revenues.
C. 40-Year Forecasts
Mr. Cline assumed a 1.0% annual long-run growth rate in wagering

tax revenues for FY2023 through FY2053.

Utility Users’ Tax Revenues

I. Methodology
A. Develop a Baseline Scenario Forecast for Utility Users’ Tax

Revenues

(1) Evaluate actual utility users’ tax collections reported in the
FY2014-FY2015 Executive Budget: Mr. Cline observed that gross utility users’ tax
collections have decreased significantly since FY2008, declining by a total of -25.0%
through FY2013, and equating to an average annual decline of -6.0% per year. See
City of Detroit, FY2013 — FY2014 Executive Budget, Summary Chart 9, available
at http://www.detroitmi.gov/Portals/0/docs/budgetdept/2013-14 Budget/
EB Charts Schedules stamped 14.pdf.

(2) Determine effect of transfers to the Detroit Public Lighting

Authority (“PLA”): Mr. Cline incorporated information provided by Gaurav
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Malhotra and the EY restructuring team on the reduction in gross utility users’ tax
receipts due to the transfers to the PLA. The PLA transfers will reduce net tax
collections by the City by -$1.8 million in FY2013 and an anticipated -$16.9
million in FY2014. From FY2015 through FY2023, Mr. Cline held transfers to the
PLA constant at -$12.5 million.

(3) Forecast growth of utility users’ tax revenues: Mr. Cline relied
upon the Detroit FY2014 Executive Budget, which indicates that more taxpayers
have been added to the utility users’ tax base through compliance activities. Mr.
Cline thus assumed that, after the Detroit economy stabilizes through FY2015 and
FY2016, utility users’ taxes net of PLA transfers will increase at an annual growth
rate of 1.5% from FY2019 through the rest of the forecast period.

B. Extrapolate 10-Year Forecasts to Create 40-Year Forecasts

Mr. Cline extrapolated the 10-year forecasts of utility users’ taxes by
assuming that utility users’ taxes will continue to grow at the long-run rate of 1.5%.
II. Assumptions

A. Baseline Scenario

(1) Unpaid PLA transfers will be passed forward from FY2013 to
FY2014, reducing net utility users’ tax collections in that year. FY2014 PLA
transfers total -$16.9 million: -$12.5 million annual transfers, plus -$4.4 million

for FY2013.

25

13-53846-swr Doc 7004-7 Filed 08/22/14 Entered 08/22/14 21:10:25 Page 26 of 44



(2) PLA transfers will return to -$12.50 million in FY2015, resulting
in an increase in net tax collections from FY2014 even though gross collections are
flat (no growth).

B. Restructuring Scenario

Mr. Cline assumed that the City’s reinvestment spending would not

have a material, direct impact on its net utility users’ tax revenues.
C. 40-Year Forecasts
Mr. Cline assumed that utility users’ taxes would continue to grow at

a rate of 1.5% annually during FY2023 — FY 2053.

EXHIBITS
Attached as Exhibit B are exhibits Mr. Cline intends to rely upon during his
testimony. The City reserves its right to use other exhibits during Mr. Cline’s
testimony, including demonstrative exhibits created from or summarizing existing

exhibits.

MATERIALS CONSIDERED IN REACHING OPINIONS

Attached as Exhibit C is a listing of the materials Mr. Cline considered in
reaching his opinions. Mr. Cline also had available to him City officials, advisors,
and consultants, as well as the expertise of Gaurav Malhotra and Caroline Sallee
and the materials they considered.
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OQUALIFICATIONS

Mr. Cline’s biography and curriculum vitae is attached as Exhibit D.

PRIOR EXPERT TESTIMONY

Mr. Cline has previously testified as an expert on state and local tax
apportionment in In re Disney Enterprises, Inc. & Combined Subsidiaries, No.

818378 (N.Y. Div. of Tax Appeals 2003).

COMPENSATION

Jones Day retained Ernst & Young LLP on behalf of the City to provide
expert witness services to the City in connection with In re City of Detroit,
Michigan, Case No. 13-53846 (Bankr. E.D. Mich.) (Rhodes, J.). The City
compensates EY at an hourly rate of $754 for actual time incurred by Mr. Cline, as
well as reasonable out-of-pocket expenses. These fees are subject to a 10% hold-

back contingent on plan confirmation by December 31, 2014.

Dated: July 8, 2014
At Coni

Robert Cline
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Sources Considered By Robert Cline

Name Bates Range
10-Year Forecast as of 5.5.2014 POA00275421 | POA00275502
40-Year Forecast as of 5.5.2014 POA00275503 | POA00275511
2013 Long term budget outlook inflation projections 2013-2088 POAO00275848 | POA00275849
BEA Data -- GDP Inflation 1992 2012 POA00275850 | POA00275850
Census On the Map data Detroit worker flow (2002-2012) POA00275851 | POA00275851
Detroit income tax forecast information (08.09.2013) POA00275852 | POA00275854
Income Tax Revenue Calculations POA00275855 | POA00275855
MI Economic & Revenue Forecast Presentation POA00275856 | POA00275895
MI Economic & Revenue Forecast Presentation POA00275929 | POA00275978
SEMCOG 2040 Forecast Summary (April 2012) POA00275979 | POA00276041
SEMCOG Population Estimates POA00276042 | POA00276042
SFA Economic Outlook May 2013 POA00276043 | POA00276112
US Bureau of Labor Statistics LAUS MI Detroit (1990 - 2013) POA00276113 | POA00276113
MGCB Casino Adjusted Gross Receipts POA00276114 | POA00276114
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Sources Considered By Robert Cline

Name Bates Range
Description of Estimating Methodology (06.06.2013) POA00276188 | POA00276193
Detroit Tax Forecast Information (07.24.2013) POA00276194 | POA00276195
CBO - 2013 Long term budget outlook inflation projections 2013-2088 | POA00275647 | POA00275648
BEA Data - GDP Inflation (1992 - 2012) POA00275649 | POA00275649
40 Year Revenue Projections POA00275651 POA00275651
40 Yr Projections - Revenue and Dept Summary Overview (01.08.2014) | POA00275652 | POA00275654
CBO 2013-02-Economic Projections (Property Taxes) POA00275655 | POA00275655
Metro Populations (30 Years) Data POAO00275656 [ POA00275656
QUEST Revenue Discusison Items (01.11.2014) POA00275657 | POA00275660
Statistical Abstract of the United States: 2012, Table 20: Large
Metropolitan Statistical Areas—Population: 1990 to 2010, available at -- --
http://www.census.gov/prod/201 1pubs/12statab/pop.pdf
City Council, Fiscal Analysis Division, Report on Gaming Tax Revenue
through April 2013 (May 17, 2013), available at
http://www.detroitmi.gov/Portals/0/docs/legislative/fiscalanalysis/2013/ - --
Report%200n%20Gaming%20Tax%20Revenue%20through%20April%
202013.pdf
City of Detroit, FY2013 — FY2014 Executive Budget, available at
http://www.detroitmi.gov/DepartmentsandAgencies/BudgetDepartment/ -- --
2013-2014ExecutiveBudget.aspx
City of Detroit's Proposal for Creditors (June 2013) POA00215882 [ POA00216015
10.—Year Plan of Adjustment Restructuring and Reinvestment Initiatives POA00706448 | POA00706448
Bridge (June 2014)
40-Year Plan of Adjustment Financial Projections Bridge (July 2014) POA00706601 | POAO00706602
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June 26, 2014
ROBERT J. CLINE, Ph.D.

National Director of SALT Policy Economics
Ernst & Young LLP

Dr. Cline is National Director of State and Local Tax Policy Economics in EY’s National Tax
Practice in Washington, DC. Dr. Cline assists the business community, state tax agencies,
legislatures and tax commissions with the evaluation of tax policy options, including revenue
estimates, distributional analysis and dynamic fiscal and economic impact analysis. Prior to
joining EY in 1999, Dr. Cline was Director of State and Local Finance, Barents Group LLC of
KPMG LLP (1996-1999) and a consultant to Price Waterhouse LLP (1995-1996) on state tax
reform.

Dr. Cline has extensive state and local tax policy and research experience having served as Tax
Research Director in the Michigan Department of Management and Budget (1984-1986) and in
the Minnesota Department of Revenue (1989-1995). His responsibilities as research director
included tax policy development, tax bill revenue estimating, economic and revenue forecasting,
and dynamic economic impact analysis. While at the Minnesota Department of Revenue, Dr.
Cline directed the preparation of the state’s tax expenditure report, the development of a tax
incidence model for all major state and local taxes, and the construction of a corporate income
tax policy simulation model. Earlier research experience included serving as a Senior Public
Finance Resident, U.S. Advisory Commission on Intergovernmental Relations (1982-1983).

Dr. Cline has directed or participated in tax reform and tax policy studies, tax modeling projects,
fiscal studies and economic impact studies in over 40 states. For example, he has directed state
tax policy studies in California, Connecticut, Louisiana, Michigan, New York, Ohio,
Pennsylvania, Maryland, North Carolina, Illinois and Virginia. As part of these studies, Dr.
Cline was responsible for estimating impacts of changes in corporate income tax structures,
including apportionment and income combination, revenues from the expansion of sales tax
bases, and revenues expected from alternative business tax bases, including value added and
gross receipts bases. A number of the studies included industry-by-industry analysis of proposed
changes in business tax liabilities and estimates of the dynamic economic impacts of tax changes
and tax reform on state economies. Dr. Cline has also directed a number of business tax studies
for specific industries, including electricity production, telecommunications, natural resource
extraction, and financial services.

He directed state and local business tax studies for the Council on State Taxation, including the
annual 50-state study of state and local business taxes. He was the author of the COST studies
(published in Tax Analyst’s State Tax Notes), “Combined Reporting: Understanding the
Revenue and Competitive Effects of Combined Reporting” (May 2008), and “What’s Wrong
with Taxing Business Services?” (April 2013) In the past year, Dr. Cline worked on several
state tax policy projects that included evaluating proposals to expand the retail sales tax to
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business services in Louisiana, Ohio and Puerto Rico, estimating the impacts of tax reform on
Ohio’s business tax competitiveness and economy, and estimating the dynamic impact of
corporate tax reform in New York.

Dr. Cline has completed business tax studies in other countries, including Canada, Australia and
the European Union. He was a co-author of the EY study prepared for the Irish Department of
Finance, Study of the Economic and Budgetary Impact of the Introduction of a Common
Consolidated Corporate Tax Base in the European Union (2009). The study included estimating
the country-by-country changes in EU corporate income tax collections, as well as dynamic
economic impacts, of a proposal for changing the assignment of corporate income among the
Member states. Most recently, he directed an EY study of the expected impact of the adoption of
a VAT on the tourism industry in the Bahamas.

Dr. Cline also has extensive experience teaching economics and public finance. Positions
include:

e Assistant Professor of Economics, Department of Economics, Georgia State University,
Atlanta, Georgia (1972-1975)

e Professor of Economics, Department of Economics and Business Administration, Hope
College, Holland, Michigan (1975-1989)

e Visiting Professor of Economics, Department of Economics, University of Michigan,
Ann Arbor, Michigan (1977-1978)

e Adjunct Professor, Humphrey Institute, University of Minnesota, St. Paul, Minnesota
(1994-1995)

Dr. Cline holds a Ph.D. (1977) and an M.A. degree (1971) in economics from the University of
Michigan and a B.A. in economics in (Phi Beta Kappa) from the College of William and Mary in
1968.

2
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Additional Experience and Other Selected Publications
for Robert Cline

Professional Experience:

National Director of State and Local Tax Policy Economics, Ernst & Young LLP (June 1999 -
present)

Director, State and Local Finance, Barents Group LLC of KPMG LLP (1996-1999).

Consultant to Price Waterhouse LLP (1995-1996).

Director, Tax Research Division, Minnesota Department of Revenue (1989-1995).

Adjunct Professor, Humphrey Institute, University of Minnesota Director (1994-1995)

Director, Office of Revenue and Tax Analysis, Michigan Department of Management and
Budget (1984-1986).

Senior Public Finance Resident, U.S. Advisory Commission on Intergovernmental Relations
(1982-1983).

Professor of Economics, Department of Economics and Business Administration, Hope College
(1975-1989).

Research Economist, Urban Institute (1978).

Visiting Professor of Economics, Department of Economics, University of Michigan (1977-
1978).

Assistant Professor of Economics, Department of Economics, Georgia State University (1972-
1975).

Other Selected Publications:

“Federal Tax Reform: Lessons from the States,” with Steven Wlodychak, State Tax Notes,
February 13, 2012.

“Competitiveness of State and Local Business Taxes on New Investment,” with Andrew Phillips
And Tom Neubig, State Tax Notes, May 16, 2011.

“Five Federal Lessons from California’s Near-VAT Experience,” with Tom Neubig, State Tax
Notes, June 7, 2010.

“Economic Incidence of State Business Taxes,” with Andrew Phillips, Joo Mi Kim, and Tom
Neubig, State Tax Notes, January 11, 2010.

“Future State Business Tax Reforms: Defend or Replace the Base, with Tom Neubig, State Tax
Notes, January21, 2008.

“Illinois State and Local Business Tax Burden,” with Andrew Phillips, State Tax Notes, May 26,
2003. Study prepared for Illinois Chamber of Commerce.

“Total State and Local Business Tax Burden Study,” with William Fox, Tom Neubig and
Andrew Phillips, State Tax Notes, January 27, 2003. Study prepared for the Council on
State Taxation.

3
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“Telecommunications Taxes: 50-State Estimates of Excess State and Local Tax Burden,”
State Tax Notes, May 2002.

“Can the Current State and Local Business Tax System Survive the New Economy
Challenges?,”
State Tax Notes, April 2002.

“Total Corporate Taxation: Hidden, Above-the-Line, Non-Income Taxes,” with Kevin
Christensen and Thomas S. Neubig, State Tax Notes, November 12, 2001.

“Reducing Out-of-Line Telecommunications Taxes: State Responses to Increased Competition,”
State Tax Notes, September 18, 2000.

“Masters of Complexity and Bearers of Great Burden: The Sales Tax System and Compliance
Costs for Multistate Retailers,” with Thomas S. Neubig, State Tax Notes, September 1999.

“Tariffs and Consumption Taxes: Understanding the Differences,” Ernst & Young, July 1999.

“The Sky Is Not Falling: Why State and Local Revenues Were Not Significantly Impacted by the
Internet in 1998,” with Thomas S. Neubig, State Tax Notes, June 18, 1999.

“Utility Deregulation: Fiscal Impacts on State and Local Governments,” presentation to
National Conference of State Legislatures, Fiscal Chairs Seminar, Washington, DC,
December 1998.

“Consumption Tax Incidence: A State Perspective,” with Paul Wilson, Proceedings of the 88th
Annual Conference, National Tax Association, 1995, pp. 225-235.

“State Financing of Health Care Reform: Minnesota’s Health Right Act,” Proceedings of the 85"
Annual Conference on Taxation, National Tax Association, 1993.

“Should States Adopt a Value-Added Tax?,” in Steven D. Gold, ed., The Unfinished Agenda for
State Tax Reform, National Conference of State Legislatures, 1988.

“Personal Income Tax,” in Steven D. Gold, ed., The Unfinished Agenda for State Tax Reform,
National Conference of State Legislatures, 1988.

“The Property Tax in a High-Quality State-Local Revenue System,” with John Shannon, in C.
Lowell Harriss, ed., The Property Tax and Local Finance, the Academy of Political Science,
Vol. 35, No. 1, 1983.

4
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Exhibit 6B

Expert Report of Gaurav Malhotra
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UNITED STATES BANKRUPTCY COURT
EASTERN DISTRICT OF MICHIGAN

SOUTHERN DIVISION
________________________________________________________ X
Inre Chapter 9
CITY OF DETROIT, MICHIGAN, Case No. 13-53846
Debtor. Hon. Steven W. Rhodes
_______________________________________________________ ’

REPORT OF GAURAV MALHOTRA

Pursuant to Federal Rule of Civil Procedure 26(a)(2)(B), made applicable to
this proceeding by Federal Rule of Bankruptcy Procedure 7026, debtor the City of
Detroit submits this report with respect to the expected expert testimony of Gaurav
Malhotra.

INTRODUCTION

Gaurav Malhotra is a Principal and the Midwest Restructuring Leader at the
firm Ernst & Young LLP (“EY”), as well as a Senior Managing Director at Ernst
& Young Capital Advisors LLC. It is the City’s intention to call Mr. Malhotra to
testify about the forecasted revenues and expenses the City’s General Fund may
expect in future years. The information in this report is presented as of the date of
this report and is based upon projections contained within the Fourth Amended
Disclosure Statement With Respect to Fourth Amended Plan for the Adjustment of

1
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Debts of the City of Detroit [Docket no. 4391] dated May 5, 2014 (the “Disclosure
Statement”), as such projections were updated as of July 2, 2014. See Ten-Year
Financial Projections [POA00706519 — POA00706600] (““10-Year Forecast”); Plan
of Adjustment — 40 year projections [POA00706603 — POA00706611] (“40-Year

Forecast™).

OPINIONS

Mr. Malhotra will offer the following opinions:
I. Ten-Year Projections

A. For the period ending with the City’s 2023 fiscal year, the projected
revenues and expenditures the City’s General Fund can expect are set forth in the
10-Year Forecast and in the 40-Year Forecast at Exhibit 3b.

B. These projected revenues and expenditures are reasonable forecasts and
represent a realistic picture of the City’s General Fund’s ability to afford its
expenditures and satisfy its obligations under the Plan while maintaining an
adequate level of municipal services.

II. Forty-Year Projections

A. For each of the next four ten-year periods ending with the City’s 2053

fiscal year, the projected revenues and expenditures the City’s General Fund can

expect are set forth in the 40-Year Forecast.

2

13-53846-swr Doc 7004-8 Filed 08/22/14 Entered 08/22/14 21:10:25 Page 3 of 57



B. These projected revenues and expenditures are reasonable forecasts and
represent a realistic picture of the City’s General Fund’s ability to afford its
expenditures and satisfy its obligations under the Plan while maintaining an

adequate level of municipal services.

BASIS AND REASONS FOR OQPINIONS

Mr. Malhotra based his opinions upon analyses of historical trends, reviews
of departmental budgets, and discussions with City management regarding steady-
state projections. In addition, Mr. Malhotra relied upon the assumptions made,
analyses conducted, and opinions offered by other experts, including Robert Cline
and Caroline Sallee of EY’s Quantitative Economic & Statistics (“QUEST”)
practice, Charles Moore of Conway MacKenzie, Kenneth Buckfire of Miller
Buckfire, and the City’s actuaries at Milliman. In reaching his opinions, Mr.
Malhotra followed standard forecasting procedures used in the field of financial
forecasting and analysis.

I. Ten-Year Projections
The revenues and expenditures the City’s General Fund may expect in each

of the next ten years are set out in the 10-Year Forecast and the 40-Year Forecast,

3
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in particular at Exhibit 3b of the 40-Year Forecast.! In developing these forecasts,
Mr. Malhotra employed the following methodologies and assumptions:
A. Methodology
(1) Developing forecasts of the City’s General Fund revenues,
expenditures, and funds available for unsecured creditors in each of the next ten
fiscal years, by:
(a) Projecting the annual revenues the City’s General Fund can
expect in each of the next ten fiscal years from 2014 to 2023.
(1) Mr. Malhotra directed Robert Cline and Caroline
Sallee of EY’s QUEST practice to develop projections of the City’s revenues in
five key areas—income taxes, property taxes, wagering taxes, state revenue
sharing, and utility users’ taxes. Mr. Malhotra relied upon these projections in
making his ten-year revenue projections.
(i1) Mr. Malhotra forecasted the City’s other General
Fund operating revenues based largely on historic trends, making adjustments
where necessary, as explained in the Assumptions section below.
(i11) Mr. Malhotra incorporated the additional revenues

expected to be generated for the General Fund from the City’s departmental

' The forecasted revenues and expenditures set forth in Exhibit 3 of the 10-
Year Forecast and Exhibit 3b of the 40-Year Forecast are equivalent. These two
Exhibits differ only in the manner of their presentation.

4
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revenue initiatives. To do so, Mr. Malhotra relied on the forecasts of these
additional revenues provided to him by Conway MacKenzie.

(iv) Finally, Mr. Malhotra incorporated the net proceeds
of Quality of Life financing in FY2014 and FY2015, as well as the assumed
proceeds from exit financing between FY2015 and FY2016.

(b) Projecting the City’s expected operating expenditures and
restructuring-related expenses over this ten-year period.

(1) Mr. Malhotra’s team conducted a department-by-
department review of historical and current staffing levels, payroll, and benefits, in
order to determine the salary, overtime, and fringe benefit costs for both Public
Safety and Non-Public Safety departments.

(i1) Mr. Malhotra relied upon the terms of the Plan to
forecast active pension plan and OPEB payments for future retirees.

(i11) Mr. Malhotra forecasted the expenditures associated
with the City’s restructuring by relying on various sources, as explained in the
Assumptions section below.

(iv) Finally, Mr. Malhotra included a contingency reserve
to account for unanticipated events and made adjustments to the timing of certain

reinvestment spending to ensure adequate cash liquidity.

5
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(c) Determining the amount of “funds available for unsecured
claims” after providing adequate municipal services, by taking the difference
between the City’s General Fund’s expected revenues and expenditures in each of
the next ten fiscal years.

(2) Adding other sources of cash to the funds available for unsecured
claims to arrive at a “total hypothetical sources” of funds, by:

(a) Projecting and adding additional sources of cash, including
(1) the revenue stream from the Detroit Water/Sewerage Department (“DWSD”);
(i1) reimbursements from other funds (Library and non-General Fund Parking
operations); and (ii1) the proceeds of the “grand bargain.” This “grand bargain™ is
comprised of foundation fundraising, DIA contributions, and State settlement
proceeds.

(3) Developing projections for the hypothetical distributions to
unsecured creditors (“uses”) of these hypothetical sources throughout the ten-year
period based on the terms of settlements or the Plan, by:

(a) Scheduling the projections of cash distributions to the retiree
pension systems as well as other post-employment benefits (OPEB) based on the

terms of settlements reached with the Retirement Systems and Retiree Committee.

6
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(b) Scheduling the projections of cash distributions to satisfy
unsecured UTGO (Note Al) and LTGO (Note A2) claims based on the terms of
settlements reached with the respective parties.

(c) Scheduling the projections of cash distributions on account
of Note B, which encompasses payments to satisfy other unsecured creditor claims,
including OPEB, POC, Notes/loans payable, and other unsecured items.

(d) Summing the aforementioned schedules of cash
distributions to arrive at “total hypothetical distributions / total uses.”

(4) Calculating the implied surplus / (deficit) and cash balances for the
ten-year period, by:

(a) Subtracting total hypothetical distributions / total uses from
total hypothetical sources to arrive at surplus / (deficit) projections for the ten-year
period.

(b) Rolling forward a June 30, 2013 cash balance of $36 million.

B. Assumptions
(1) Mr. Malhotra made the following assumptions in forecasting the
revenues the City can expect over the forecast period:

(a) Mr. Malhotra relied on the projections made by Robert

Cline and Caroline Sallee of EY’s QUEST practice to forecast the City’s revenues

7
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from income taxes, property taxes, wagering taxes, state revenue sharing, and
utility users’ taxes.

(b) Mr. Malhotra forecasted sales and charges for services
based on historical trends, adjusted primarily for the transition of the Public
Lighting Department’s distribution business. Remaining revenues were projected
based on FY2013 levels, as adjusted to achieve targeted levels provided through
discussions with department management.

(c) Mr. Malhotra forecasted other operating revenues listed on
Exhibit 4 of the 10-Year Forecast—including (i) parking/court fines and other
revenue, (i1) grant revenue, (iii) licenses, permits and inspection charges, and (iv)
revenues from the use of assets based upon recent trends, as adjusted to account for
recent or expected events. Mr. Malhotra assumed that (1) parking/court fines and
other revenue primarily consist of revenues from parking violations, traffic
violations, and court fines, which will continue to reflect recent trends; (ii) grant
revenue will decrease due to the transition of the Health and Wellness department
and the expiration of certain public safety grants; (iii) revenues from licenses,
permits and inspection charges will continue to reflect recent trends; and (iv)
revenues from the use of assets include investment earnings, real estate rentals, and
the sale of assets, which will include proceeds from the sale of the Veteran’s

Memorial Building in FY2015.

8
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(d) As reflected in Exhibit 4 of the 10-Year Forecast, General
Fund reimbursements include (i) Street Fund reimbursements, (ii) DDOT risk
management reimbursements, and (iii) Parking and Vehicle Fund reimbursements.
The projections assume that (1) Street Fund reimbursements will decrease
beginning in FY2015 due to an assumed outsourcing of solid waste operations,
which will no longer reimburse GSD for maintenance costs; (i1)) DDOT risk
management reimbursements will continue to reflect the portion of risk
management costs allocated to DDOT based on recent trends; and (iii) parking
reimbursements will continue to reflect recent trends.

(e) The projections assume that the City will be able to continue
to collect the UTGO property tax millage at an amount equal to the originally
scheduled debt service.

(f) Mr. Malhotra relied upon the revenues expected to be
generated from the City’s departmental revenue initiatives as provided by Conway
MacKenzie.

(g) The projections assume that the City will receive net
Quality of Life (QOL) financing proceeds of $118 million between FY2014 and
FY2015, and $175 million of net additional proceeds from exit financing between

FY2015 and FY2016.

9
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(2) Mr. Malhotra made the following assumptions in forecasting the
expenditures the City can expect over the forecast period:

(a) The projections for salaries and wages assume (i) a 10.0%
wage reduction for uniformed employees beginning in FY2014 for contracts that
expired in FY2013; (i1) a ramp-up of headcount to begin in FY2015 in order to
return to previous staffing levels after a decline in the actual headcount for
FY2014; and (ii1) wage inflation rates for all employees of 5.0% in FY2015, 0.0%
in FY2016, 2.5% annually from FY2017 to FY2019, and 2.0% in FY2020 and
thereafter.

(b) Expenditures for overtime are projected to continue to
reflect recent trends as a percentage of salaries and wages. Elimination of 12-hour
shifts for police officers are projected to result in an increase in overtime costs for
the Police Department.

(c) Other benefits are projected to continue to reflect recent
trends, with assumed bonus payments of 2.5% of salary for non-uniform
employees and 3.0% of salary for uniform employees in FY2016.

(d) Health benefit expenditures for active employees are
projected based on per-head medical cost estimates provided by Milliman through
FY2019 (based on the cost of plan designs being offered for 2014 enrollment).

Milliman projects the average annual inflation rate between FY2014 and FY2019

10
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to be 6.8%. Medical inflation is capped (for city contribution purposes) at 4.0%
after FY2019.

(e) OPEB contributions will be $1 million annually for future
public safety retirees and 2.0% of salary for non-public safety future retirees, as
required by the Plan.

(f) As required by the Plan, for FY2015 and beyond, the City
will make contributions of 12.25% of salary for active public safety employees and
5.75% for active non-public safety employees.

(g) Other operating expenses consist of (i) professional and
contract services, (i1) materials and supplies, (ii1) utilities, (iv) purchased services,
(v) risk management and insurance, (vi) maintenance capital, (vii) other expenses,
(viii) contributions to non-enterprise funds, and (ix) the DDOT subsidy, as
reflected in Exhibit 4 of the 10-Year Forecast. Mr. Malhotra made the following
assumptions with respect to these other operating expenses:

(1) Professional and contractual services:
Expenditures for professional and contractual services are projected to decrease
beginning in FY2014 due to the transition of the Health and Wellness department.
The projections assume a 1.0% annual cost inflation beginning in FY2015.

(11) Materials and Supplies: Expenditures for

materials and services will decrease beginning in FY 2015 due to the transition of
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the Public Lighting Department distribution business. The projections assume a
1.0% annual cost inflation beginning in FY2015.

(ii1) Utilities: Expenditures for utilities are projected to
continue to reflect recent trends. The projections assume the cost of electricity
purchased by PLD for internal consumption will increase to account for an
increase of billing to retail rates from wholesale rates beginning FY2015. The
projections assume a 1.0% annual cost inflation beginning in FY2015, except for
water/sewer rates, as to which the projections assume an average annual cost
inflation of 3.5%.

(iv) Purchased Services: Expenditures for purchased
services will increase beginning in FY2014 due to increased prisoner pre-
arraignment function costs, and in FY2016 due to additional payroll processing
management. The projections assume a 1.0% annual cost inflation beginning in
FY2015.

(v) Risk Management and Insurance: Risk
management includes costs associated with litigation, workers’ compensation, and
claims. The projections assume a 1.0% annual cost inflation beginning in FY2015.

(vi) Maintenance Capital: One-time capital outlays are
included in FY2013. The projections assume a 1.0% annual cost inflation

beginning in FY2015.
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(vii) Other Expenses: The projections assume a 1.0%
annual cost inflation beginning in FY2015 for other expenses, such as printing,
rental, and other operating costs.

(viii) Contributions to Non-Enterprise Funds: The
projections assume that contributions to the Public Lighting Authority for
operations begin in FY2015.

(ix) DDOT Subsidy: The DDOT subsidy is projected
to increase, due primarily to personnel and operating cost inflation. The subsidy
increases projected in FY2015 and FY2016 are largely driven by the revised
methodology utilized by the State in calculating State operating assistance revenue
(Act 51).

(h) Mr. Malhotra relied upon the amount of additional operating
expenditures necessary to provide adequate municipal services as provided by
Conway MacKenzie.

(i) Mr. Malhotra assumed that payments to secured claims will
be unaltered by a restructuring, with the exception of the POC swaps, as provided
in the Plan.

(j) Mr. Malhotra and his team estimated the level of required
contributions to the Pension Income Stabilization Funds contemplated by the Plan.

Mr. Malhotra and his team relied upon (i) information on pension payments
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received by retirees that was classified by age group and payment amount, and (i1)
census data for Detroit residents that could be used to estimate sources of income
other than pension payments. Mr. Malhotra’s team used this information to
estimate total household income for pension recipients. Mr. Malhotra’s team
compared this amount to the Federal Poverty Level in order to estimate the
potential required payments from the Income Stabilization Funds.

(k) Mr. Malhotra relied upon the terms of the settlement
agreement (assuming a liquidity event, such as the exit financing) reached with the
POC swap counterparties in order to determine the payments required in
connection with the settlement of the POC swaps as provided in the Plan.

() The exit financing is assumed to be an 11-year note funded
on October 31, 2014, with interest-only payments in the first 4 years and equal
principal payments made in years 5 through 11. This assumes an interest rate of
6.0%, which was provided to Mr. Malhotra by Miller Buckfire.

(m) Mr. Malhotra relied upon the amount of capital investments
projected to be undertaken by the City in the ten-year period as provided by
Conway MacKenzie.

(n) Mr. Malhotra’s team relied upon original estimates provided
by each professional firm to calculate the projected payments by the City to its

restructuring advisors in FY2014 and FY2015. Mr. Malhotra assumed that any
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incremental professional fees to be funded by the State escrow account would be
subject to State approval.

(o) Mr. Malhotra relied upon the forecasted expenditures to
remove blight (excluding heavy commercial) as provided by Conway MacKenzie
for the ten-year period.

(p) The projections reflect preliminary estimates for the
decommissioning of 31 Public Lighting Department substations. This does not
include costs associated with decommissioning the City’s Mistersky power plant.

(q) Mr. Malhotra included a contingency reserve amount to
reflect unanticipated events that cannot be assigned to specific programs. The
contingency reserve is calculated as 1.0% of revenue per year throughout the
forecast period.

(r) Mr. Malhotra assumed that to maintain the amount of funds
necessary to ensure adequate cash liquidity, minimum cash reserves amounting to
two months of payroll expenses would be required. To accomplish this, and to
ensure that the City did not run a deficit in any fiscal year, Mr. Malhotra made
certain timing adjustments, including the assumed deferral of some reinvestment

spending.
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II. Forty-Year Projections

The revenues and expenditures the City’s General Fund may expect in each
of the next four decades are set out in the 40-Year Forecast, in particular at Exhibit
3a. In developing these forecasts, Mr. Malhotra employed the following
methodologies and assumptions:

A. Methodology

(1) Determining the amount of the City’s operating revenues

available for unsecured claims over the next 40 years, by:

(a) Extending the recurring revenue items within the ten year
projections’ for thirty additional years (through 2053).

(b) Subtracting the City’s projected expenditures over the entire
forty-year period, after utilizing debt service schedules or applying inflationary
growth rates to the City’s operational and restructuring expenses. These
calculations produced an amount of “funds available for unsecured claims” for the
forty-year period.

(2) Adding other sources of cash to the funds available for unsecured
claims from operating revenues to arrive at a “total hypothetical sources” of funds.

(3) Developing projections for the hypothetical distributions to
unsecured creditors of these hypothetical sources throughout the forty-year period

based on the terms of settlements or the Plan.
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(4) Calculating the surplus / (deficit) and cash balances for each
decade, by:

(a) Summing the schedules of the aforementioned cash
distributions to arrive at “total hypothetical distributions / total uses.”

(b) Subtracting total hypothetical distributions / total uses from
total hypothetical sources to arrive at surplus / (deficit) projections for each decade
during the forty-year period.

(c) Rolling forward each decade’s ending cash balance.

(5) Determining illustrative recoveries for unsecured creditors, as
reflected in Exhibit 2 of the 40-Year Forecast, to represent the present value of
distributions to each unsecured creditor based on the projected uses, by:

(a) Applying a discount rate of 5.0% to calculate illustrative
recoveries consistently for each creditor.

(b) Dividing each recovery amount by its respective claim
amount to arrive at an illustrative recovery percentage.

B. Assumptions

(1) Mr. Malhotra made the following assumptions in forecasting the
revenues the City can expect over the forecast period:

(a) Key tax revenue drivers: Mr. Malhotra directed Robert

Cline and Caroline Sallee of EY’s QUEST practice to develop projections of the
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City’s General Fund revenues in five key areas—income taxes, property taxes,
wagering taxes, state revenue sharing, and utility users’ taxes. Mr. Malhotra relied
on these projections in making his forty-year projections.

(b) Other operating revenues: Other operating revenues consist
of sales and charges for services, other revenue, General Fund reimbursements,
and department revenue initiatives. Mr. Malhotra based his post-FY2023 forecast
of these revenues on their respective FY2023 estimates from the ten year
projections. An inflationary growth rate of 2.0% is assumed annually beginning in
FY?2024 based upon the long-term inflationary rate developed by Robert Cline and
others in EY’s QUEST practice.

(¢) Transfers in (UTGO millage): Consistent with the ten-year
projections, Mr. Malhotra projected the expected revenues from the UTGO
property tax millage based upon debt amortization schedules provided by the
City’s Finance Department with the assumption that sufficient tax revenues would
be generated to cover required the debt service.

(2) Mr. Malhotra made the following assumptions in forecasting the
expenditures the City can expect over the forecast period:

(a) Salaries/Overtime/Fringe - Public Safety: The projections
assume 2.0% annual wage growth for employees beginning in the second decade

and 2.25% annual wage growth in the third and fourth decade.
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(b) Salaries/Overtime/Fringe - Non-Public Safety: The
projections assume 2.0% annual wage growth for employees beginning in the
second decade and 2.25% annual wage growth in the third and fourth decade.

(c) Health Benefits: The projections assume a 4.0% annual
inflation rate for hospital costs. Under the terms of the Plan, medical cost inflation
greater than 4.0% is borne by the employees.

(d) OPEB payments — future retiree: OPEB payment
contributions will be $1 million annually for future public safety retirees and 2.0%
of salary for non-public safety future retirees, as required by the Plan.

(e) Active pension plan: As required by the Plan, the City will
make contributions of 12.25% of salary for active public safety employees and
5.75% for active non-public safety employees.

(f) Other operating expenses and additional operating
expenditures: Other operating expenses consist of (1) professional and contract
services, (ii) materials and supplies, (iii) utilities, (iv) purchased services, (v) risk
management and insurance, (vi) maintenance capital, (vii) other expenses, (viii)
contributions to non-enterprise funds, and (iv) the DDOT subsidy. Mr. Malhotra
based his post-FY2023 forecast of these expenses on their respective FY2023
estimates from the ten-year projections. Mr. Malhotra assumed that the impact of

the first decade increase in the DDOT subsidy (primarily associated with reduced
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State operating assistance revenue) will be offset by operational savings beyond
FY2023. He assumed an annual inflationary growth rate of 2.0% beginning in
FY2024.

(g) Secured debt service: The projections assume that
payments to secured claims will be unaltered by a restructuring. Mr. Malhotra
relied on debt amortization schedules provided by the City’s Finance Department.

(h) Contributions to the Income Stabilization Funds:
Consistent with the ten year projections, Mr. Malhotra relied on his team to
estimate the level of required contributions to the Pension Income Stabilization
Funds contemplated by the Plan. Mr. Malhotra’s team relied upon (i) information
on pension payments received by retirees that was classified by age group and
payment amount, and (i1) census data for Detroit residents that could be used to
estimate sources of income other than pension payments. Mr. Malhotra’s team
used this information to estimate total household income for pension recipients.
Mr. Malhotra’s team compared this amount to the Federal Poverty Level in order
to estimate the potential required payments from the Income Stabilization Funds.

(1) QOL/Exit financing: The projections assume exit financing
will be an 11-year note funded on October 31, 2014, with interest-only payments in

the first 4 years and equal principal payments made in years 5 through 11.
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(j) Reorganization (Capital investment): Mr. Malhotra relied
upon the level of capital expenditures provided by Conway MacKenzie. This
normalized level of annual capital expenditures is assumed to grow at an
inflationary growth rate of 2.0% annually.

(k) Contingency and reinvestment deferral: Consistent with the
ten-year projections, Mr. Malhotra included a contingency reserve amount to
reflect unanticipated events that cannot be assigned to specific programs. The
contingency reserve is calculated as 1.0% of revenue per year throughout the
forecast period. Mr. Malhotra also maintained the amount of funds necessary to
ensure adequate cash liquidity by establishing minimum cash reserves amounting
to two months of payroll expenses. To accomplish this, Mr. Malhotra made certain
timing adjustments, including the assumed deferral of some reinvestment spending,
to ensure that the City did not run a deficit in any fiscal year.

(3) Mr. Malhotra made the following assumptions in determining the
other sources of funds for unsecured claims:

(a) Revenue stream from DWSD: Under the Plan no pension
contributions are required of DWSD after 2023. Mr. Malhotra also incorporated
DWSD’s reimbursement of the General Fund for its restructured OPEB and POC
costs (see Uses section below). DWSD’s portion of OPEB (12.1%) was calculated

based on its portion of fiscal year 2013’s actual retiree healthcare costs. DWSD’s
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portion of POC (11.5%) was calculated based on their allocated principal from the
2006 POC refunding transaction. Relatedly, Mr. Malhotra determined that even
with these payments, DWSD will realize savings under the Plan relative to a no-
restructuring scenario.

(b) Reimbursement from other funds: The projections reflect
reimbursements from Library and Municipal Parking (non-General Fund) for POC
and pension expenses. For POC reimbursements, Mr. Malhotra relied upon the
allocation of principal from the 2006 POC refunding transaction, as well as all
fiscal year 2013 payroll by department. For pension reimbursements, Mr.
Malhotra relied upon fiscal year 2012 General Retirement System UAALSs (per